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2006

year-ena
earnings
up 88%.

Thanks to the hard work of our employees and board members,

at EvergreenBancorp, 2006 was truly a year of achievement.

For example, we've added four new offices since 2001 and also remodeled our Lynnwood location
this past year. And while these efforts have required up-front investments, they’'re now paying off
in the form of increased market presence and a dramatic increase in earnings. We've also launched
an aggressive branding campaign with the tagline “Green means better” which is now taking root

and helping to differentiate us and our brand.

But the achievements we're most proud of can be found in our numbers for the year. We'll be
highlighting those in the pages that follow, but suffice it to say we're incredibly excited and
enthusiastic about the future. In fact, we're confident that the coming years wili also have us

heading in the same positive direction.




President’s Letter

as we move into our future.

We ended 2006 with
record levels of owners’
equity. We achieved this
milestone through the new
stock we issued during
the fourth quarter of the
year and through our
highest level of earnings
in the company's history.
The earnings for the year
Gerald O. Hatler ended at $1.82 million — an 88% increase
zﬁif::;:me over 2005, and more than 35% ahead of
Officer our previous highest-earning year. The
return to you, our shareholders, improved
more than 73% as measured by the
return on average equity (ROAE), ending
at 9.55% compared with 5.51% ROAE
in 2005. Diluted earnings per share, even
with new shares outstanding, likewise hit
an all-time high of $.88 per share in 2006,
ahead of the $.47 per share in 2005.

The byword for 2006 has been “achievement.” Everywhere we turn,
our company has achieved record-setting performance. Of course,

that also means we have new levels of achievement to strive for

Our greater capital strength allowed

us to achieve our highest year-end total
assets of $343.5 million (up 38% over
year-end 2005). The increase in our assets
was centered around growth in all loan
categories ending at $292 million — an
increase of more than $100 million over
the course of the year. Further support for
the growth in assets was provided by an
increase in total deposits which reached
their own all-time high of $256 million,
28% more than last year,

We achieved all this growth while
improving the overall quality of our
assets. Non-performing loans dropped
to 0.17% of total loans, compared to
0.61% last year. Our asset quality is
reflected further in our net charge-offs
for the year which were below .03%
of total loans.
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And as always, we continue to focus on
the long-term future of our company. In
addition to the increase in owners’ equity,
we raised an additional $7 million in
capital through the sale of trust preferred
securities. The combination of these two
capital transactions provides us the ability
to do business with a broader economic
segment of our community — something
we intend to take advantage of through
continued growth in our asset base and
by extending our current branch footprint.
In fact, we plan to open one new branch
each year over the next four years.

Sadly, during 2006 we lost one of our long
time Board members, Tom Handy, who
passed away in September. Tom had been
a member of the Board of Directors since
1975; his service and dedication to helping
our company realize its potential will be

greatly missed.

We've been fortunate to bring two new
members to the Board with the addition
of Craig Dawson and Joe Phillips. Craig
is President of Retail Lockbox, a local
financial services company. Joe is the
Dean of the Albers School of Business
and Economics at Seattle University.

And of course, | want to recognize the
achievements of all of our employees.
Collectively, they provided us with these
outstanding results.

We are all energized for our future and we
believe that the best days are yet to come.

Sincerely,

"Mu
Gerald O. Hatler
President and Chief Executive Officer




Total loans
andad deposits
are on the

rise.

Our total assets, have climbed steadily from 2002 through 2006,
as have total deposits and loans.

Total Deposits ($ Millions)
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Assetls per
employee

snot up to
5.2 million.

Assets per employee have also trended consistently upward since 2002. That’s no small accomplishment,
considering that over the same period of time we've also grown our number of offices and made
other substantial investments in our infrastructure — al! proof of our commitment to keeping

expenses under control,

Total Assets (s Millions)
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Some things
did go down:
non-performing
loans, for
example.

Granted, not everything trended upward in 2006.
Notably, non-performing loans went down considerably.

Which, of course, is something we'd be happy to repeat in 2007.




Non-Performing Loans (Percent)

.66% .

46%

‘05

E



225

190

155

Index Value

120

85

50

EvergreenBancorp, inc.

[- gl |
— Russe! 3000
— SNL NASDAQ Bank Index

Total Return Performance Source: SNL Financial LC, Charlattesville, VA, ©2007

01 ‘02 03 ‘04 '05 ‘06

Years Ended




lTotal return
performance
climbed faster
than other
indices.

Over the last six years, our total return performance has consistently cutpaced the Russell 3000 and SNL
NASDAQ Bank indices. What's more, EvergreenBancorp stock is trading at 148% of book value compared
to 107% in 2001 and we've seen four stock dividends and/or splits in four years — all the while, the
volume of shares traded has increased and stock prices have steadily increased from around a comparative

$8 when EvergreenBancorp was incorporated in February 2001 to $15 in December 2006.

Share Price ($ Doflars)
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Boara of Directors

The company fs fortunate ¢ heve sudh en epartenese, semy beare of
ireeiers. Thalr insiglt, direction ane siratagic guicenas previels velvelle
parspaciives thet hewe been vitel in guiding us @ whar we are tock

RICHARD W, BALDWIN

Chairman and Chief
Executive Officer,
Baldwin Resource Group

Chairman, Strategic
Planning, IBA West;
Chairman, Discovery
Institute; Board member,
Washington State Hotel

& Lodging Association;
Director Emeritus,
Washington Policy Center.

CRAIG 0. DAWSON

President and Chief
Operating Officer,
Retail Lockbox, Inc.

Board of Directors member:
the Greater Seattle Chamber
of Commerce, University of
Washington Business and
Economic Development
Committee, Seattle Academy
of Arts and Sciences,
Washington State Governor’s
Global Competitiveness
Council, Rainier Scholars
Resource Council, Children’s
Hospital Sarcoma Advisory.

C. DON FILER

Chief Executive Officer,
C. Don Filer Insurance
Agency, Inc.

Vice President, Elliott Bay
Marina, Inc.; President,
Elliott Bay Marine
Service, Inc., Premium
Credit Corporation

and Aero-Marine
Corporation; owner,
Executive Associates;

and managing member,
Horses Unlimited, LLC.

CAROLE ;. GRISHAM

Executive Director,
islandWood, Retired

Former Associate
Director, Pacific
Science Center.




ROBERT J.
GROSSMAN, AlIA

independent
Architectural
Consultant

Retired Principal
Architect, Director,
President, and
Managing Principal
of the Seattle
office of Northwest
Architectural
Company, PS.

GERALD O. HATLER

President and Chief
Executive Officer,
EvergreenBancarp, Inc.
and EvergreenBank

Vice Chairman,
EvergreenBancorp, Inc.
and EvergreenBank;
Director, PEMCO

Technology Services, Inc,

8o e

STAN W. MCNAUGHTON

Chairman, President, and
Chief Executive Officer,
PEMCO Mutual Insurance
Company and PEMCO
insurance Company

Chairman, EvergreenBancorp,
Inc. and EvergreenBank;
Chairman, President, and
Chief Executive Officer,
PEMCO Life Insurance
Company, Public Employees
Insurance Agency, Inc.,

and PEMCQO Corporation;
Director, PEMCO Technology
Services, Inc, and PCCS, Inc.

RUSSEL E. OLSON

Former Vice President
Finance, and Treasurer,
Puget Sound Power
and Light Company

Former Director, Pacific
Northwest Bank and

Pacific Northwest Bancorp.

JOSEPH M. PHILLIPS

Dean, Albers School of
Business and Economics
Seattle University

President Emeritus,
Western Association
of Collegiate Schools
of Business; Board
member, Junior
Achievement of
Greater Puget Sound;
past Board member,
Farm Credit Services
of America.



Senlor Managemenit

Our senior management team is fervently
aligned in its values, goals, and vision
for the future of the company. Our team

brings a breadth of management and

14

banking experience to the organization
and share a deep commitment to making

the right decisions.




MICHAEL H. TIBBITS

Executive Vice President
and Chief Credit Officer,
EvergreenBank

20 years of banking
experience; MBA, Seattle
University; BS, University
of Washington; Board
member, Treasurer,

and 2006 Campaign Chair,
United Way of Snohomish
County; member, Risk
Management Association.

MICHELLE P. WORDEN

Executive Vice President,
Retail Sales and Qperations,
EvergreenBank

22 years of banking
experience; graduate,
Pacific Coast Banking
School; member,
Washington Bankers
Association Compliance
Committee; member,
Washington Bankers
Association Protective
Committee; member,
Northwest Fraud
Investigators Association;
Board President, Starlight
Starbright Children’s
Foundation.

GERALD O. HATLER

President and Chief Executive
Officer, EvergreenBancorp, Inc.
and EvergreenBank

32 years of banking experience;
MBA, Seattle University;

BA, University of Montana;
graduate, Pacific Coast
Banking S5chool; member,
American Bankers Association
Government Relations Council;
Board member and previous
Chairman, Washington
Bankers Association; previous
Director, Western Independent
Bankers Association; Beard
member, Seattle Central
Community College
Foundation; Board member,
Junior Achievement

of Greater Puget Sound;
Board of Governors,

Columbia Tower Club.

GORDON D, BROWNING

Executive Vice President
and Chief Financial Qfficer,
EvergreenBancorp, Inc.
and EvergreenBank

31 years of financial
management experience;
25 years in banking;

BA, University of
Washington.
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in dividends.

What better way to tead into our Form 10K than to announce
that dividends have steadily increased ever since 2001 up to
$0.25 at the end of 2006.

Dividends (cens)

25
20 228
18.5 19.2
15 - -
10
8.6
5
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Lo . PART1. .

Forward-Looking Information Statement

. This report contatns certain forward-looking statements within the meaning of Section 27A of the Securities
Act of 1933, as amended, and Sectton 21E of the Secunttes Exchange Act of 1934, as amended. EvergreenBancorp,
Inc. (“Bancorp”) intends such forward -looking statements to be covered by the safe harbor provisions for forward-
lookmg statements contained in the Private Securities Litigation Reform Act of 1995 and i is including this statement
for purposes of these safe harbor provisions. Forward -looking statements, Wthh are based on cenatn assumpt;ons
and describe future plans strategies, and expectattons of the Company, are generally |dent|ﬁable by use of the words
“belleve " “expect,” “intend,” “anttcrpate . “estlmate ” “project,” or similar expressions, The Company 3 ablhty to
predlct results or the actual effect of future plans or strategtes is inherently uncertain. Important factors which could
cause actual resulis to differ materially from the Company’s expectation mclude but are not limited to: fluctuation
" in interest rates and loan and deposit pricing, which could reduce the Company's net interest margins, asset
valuations and expense expectations; a deterioration in the economy or business conditions, either nationally or in
the Company’s market areas, that could increase credit-related losses and expenses; a national or local disaster,
including acts of terrorism; challenges the Company may experience:in retaining or. replacing key executives or
employees in an effective manner; increases in defaults by borrowers and other loan delinquencies resulting in
increases in the Company’s provision for loan losses and related expenses; higher than anticipated costs related to
business combmatlons and the integration of acquired businesses which may be more difficult or expensive than
expected or stower than expected earning assets growth which could extend anticipated breakeven periods felating
to such strategic expansion; significant increases in coimpetition; leg:slatwe or regulatory changes appl1cable to
bank holdmg compames orthe Company s banking or other subsidiaries; and possible changes in tax rates, tax laws,
or tax law interprétation. These risks and uncertaintiés should be consndered in evaluating forward-looking
statements and undue reliance should not be placed on such statements

Item 1. Business
EvergreenBancorp, Inc. . - : “

. EvergreenBancorp Inc.is a bank holding company orgamzed under the laws of the State of Washmgton
Bancorp was formed in 2001 pursuant to the reorganization of EvergreenBank (“the Bank™), whereby the Bank
became a:wholly owned subsidiary of Bancorp. This tax-free reorganization resulted in a share-for—share exchange
of stock whereby stockholders of the Bank became stockholders of Bancorp, The bank holdmg company structure
prowdes flexibility for ﬁnancmg and growth, as well as for acqumng or establishing other banking operations or
businesses related to bankmg For example, in May 2002 and November 2006, Bancorp formed EvergreenBancorp
Capital Trust [ (“Trust I’} and EvergreenBancorp Statutory Trust Il (“Trust II”), respectively, to raise, capital
through trust preferred securlttes offenngs This could not have been accomplished. without the bank, holding -

company structure. Bancorp and Bank are collectively referred to herein as “the Company.” The terms “we,” “us,
and “our” refer to Bancorp, Bank, Trust I, or Trust 11 where/applicable. : '
] . 1 Fl - . i .

The Company remains committed to commumty banking and intends to remain community-focused. In 2006
the Bank continued to conduct its banking business in substantially the same manner as in prior years. In addition to
growing the Company organically, the Company continues to look for.possible acquisition opportunities that can
offer both compatibility of business operations and enhanced shareholder,value. In order to fund this growth, in the
fourth quarter of 2006, the Company sold 310,547 common shares of the Company in a secondary offering
lncreasmg capttal by' $4 547 000, net of offenng costs. The Board’s phtlosoph1es and overall structure remain

unchanged " ' ’ '
" i . L]

The Company ] consohdated net-income for 2006 was $1, 819 000, or $0.89 per basnc share ($0 88 per dlluted
share),’ and its consolidated equity at December 31, 2006 was: $23,819,000, with 2,353,262 ‘commion shares
outstariding and a book value of $10.12 per share. At December 31, 2006, the Company had total consolidated assets
of appioximately - $343,520,000, loans of approximately $292,449,000, and deposits of approximately
$256,435,000. For more information regarding the Company’s financial results, see “Management’s Discussion
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and Analysis of Financial Condition and Results of Operations” and “Financial Statements and Supplementary
Data” of this 10-K report.

EvergreenBank

EvergreenBank is a Washmgton chartered commercml bank: orgamzed in I971 under the name Teachers State
Bank with its main office at 301 Eastlake Avenue East in Seattle (“Eastlake” office). lmttally, the pnmary business
focus of the Bank was offering products and services to credit unions and their members, Over the years, the focus of
the Bank gradually evolved to offermg products and services more typical of those offered by a traditional
community bank — consumer and commercial lending and deposits. To reflect this, and to clarify for potential
customers that the Bank’s products and services were not limited to * ‘teachers,” the Bank changed its name in 1980

o “EvergreenBank.” Since 1993 the Bank has opened five additional offices located in Lynnwood, Bel!evue
Federal Way, and Seattle. The Bank now focuses ori genera] commercial bdnkmg business, offering comimercial
banking services to small and medium-sized busmesses professmnah and retail customers in its market area.

“ . . .

Market

The Bank’s primary market area consists of King, Pierce, and Snohomish ¢ounties in western Washington. The
Bank began its operations in 1971 from its Eastlake office location in Seattle and has smce expanded its-market with
the:addition of five offices since 1993 within a 25-mile Tadius of Seattle.’ - - .

Deposit accounts include certificates of deposlt mdmdual retiremeént dccoums and other time dep051ts
checking and other demand dcpout accounts, interest- bearmg checking accounts, savmgs accounts, health savmgs
accounts, and money market accounts. Loans include, commercial, real estate construction and dcve]opment
installment and consumer loans, and l’ESldCﬂ[ldl real estate. Other products and services include merchant credlt
card processing, cash management services, electromc fund-; transfers, and electronic tax payment. The Bank also
offers 24-hour telephone banking, an ATM network, as well as Internet banking and bill paying services.

Competition

Commercial banking in the state of Washington is highly competitive with respect to_providing banking
services, including making loans and attracting deposits. The Bank competes with other banks, as well as with
savings and loan associations, savings banks, credit umons mortgage compames investment banks insurance
companies, securities brokerages, and other financial institutions. Banking in Washington is dominated by Several
farge banking institutions, including U.S. Bank, Wells Fargo Bank, Key Bank, Bank of America, and Washington
Mutual Bank, which together account for approximately 60 percent of the total comniércial and savings bank
deposits in Washington. These competitors have significantly greater financial resources and offéra greater number
of branch locations (with statewide branch networks), higher lending limit$, and a'variety of services not offered by
the Bank. In addition, the Bank has experienced competition for both deposits and loans from “non- bank” financial
servicé providers, such as'brokerage ﬁrms capuve aulomoblle fi inancing and eqmpment leasmg companies.

The adoption of the Gramm- Leach -Bliley Act of 1999 (“‘the. Financial Services .Modermzauon Act”) in
November 1999 has led to further intensification of competition in the banking industry. The Financial Services
Modernization Act has eliminated many of the barriers to affiltation among providers of various types of financial
services and has permitted business combinations among financial providers such as banks, insurance companies,
securities or brokerage firms, and other financial service providers. This has led to increased competition in both the
market for providing fi f nancial services and in the market for acquisitions in which Bancorp also’ pam(:lpdtes

In general, the ﬁnanmal services mdusny has experienced widespread consohdanon in recent years The
Company anticipates that consolidation among financial institutions in its market area will continue. Other financial
institutions, many with substantially greater resources, compete in the acquisition market against the’ Cdmpany.
Some of these institutions, among other items, have greater access to capital markets, larger cash reserves, and a
more liquid currency than the Company. Additionally, the rapid adoption of financial services through the Internet
has reduced the barrier to entry by financial services providers physicallyJocated outside our market area. Although
the Company has been able to compete effectively in the financial services business in its markets 1o date, there can
be no assurance that.it will be able to continue to do so in the future. - . \ R
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Employees

On December 31, 2006, the Bank employed 68 full—time employees. Employees are not rep}esented by any
collective bargaining agreement. Management considers its relations with employees to be good.

EvergreenBancorp Capital Trust 1

On May 23, 2002, Bancorp completed an issuance of $5 million in trust preferred securities through a newly -

formed special purpose business trust, EvergreenBancorp Capital Trust I. The securities were sold in a private
placement pursuant to an exemption from registration under the Securities Act of~1933, as amended.

Under the terms of the transaction, the trust preferred securities have a maturity of 30 years and the holders are

entitled to receive cumulative cash distributions on a quarterly basis at a variable annual rate, reset quarterly, equal
to the three month LIBOR plus 3.50 percent. The securities are not redeemable until 2007 except in the event of
certain special redemption events. Most of the proceeds from the sale of the securities.were contributed to the Bank
as Tier I capital to support lending and other operations. In May 2007, the junior subordinated debentures are
callable. In the second quarter of 2007; the Company intends to call those junior subordinated- debentures and
concurrent with this redeem the trust preferred securities issued to the public. Concurrent with this transaction, the
Company intends to issue $5 million in new trust preferred securities.

EvergreenBéuct}r_p Statutory Trust 1

On’November 22, 2006, Bancorp completed an issuance of $7 millioni in trust preferred securities through a
newly foifned special purpose business trust, EvergreenBancorp Statutory Trust T1. The securities were sold in a
private placement pursuant to an exemption from registration under the Securities ‘Act of 1933, as amended.

Under the terms of the transaction, the trust preferred securities have a maturity of 30 years and the holders are
entitled to receive cumulative cash distributions on a quarterly basis at a variable annual rate, reset quarterly, equal
to the three month LIBOR plus 1:70 percent. Thé securities are not redeemable until 2011 except in the event of
certain special redemption events. The proceeds from the sale of the securities were contributed to the Bank as Tier |
capital to support lending and other operations.

SUPERVISION AND REGULATION

General

We are extensively regulated under federal and state law. These laws and regulations are primarily intended to
* protect depositors, not shareholders. The discussion below describes and summarizes certain statutes and regu-
lations. These ‘descriptions and surmnmaries are qualified in their entirety by reference to the particular statute or
regulauon ‘Changes in applicable’laws or regulations may have a material effect on our business and prospects. Our
operations may also be affected by changes in the policies of banking and other governmént regulators. We cannot
accurately predict the nature or extent of the possible future effects on our business and earnings of changcs in fiscal
or monetary policies, or new federal or state laws and regulations.

Federal Bank Holding Company Regulation

General. The Ct)mpany is a bank holding company as defined in the Bank Holding Company Act of 1956, as
amended, and is therefore subject to regulation, supervision, and examination by the Federal Reserve. In general,
the Bank Holding Company Act limits the business of bank holding companies to owning or controlling banks and
engaging in other activities closely related to banking. The Company must also file reports with the Federal Reserve
and must provide it with such additional information as it may require. Under the Financial Services Modernization
Act of 1999, a bank holding company may apply to the Federal Reserve to become a financial holding company, and
thereby engage (directly or through a subsidiary) in certain expanded actwmes deemed financial in nature, such as
securities brokerage and insurance underwriting. : ¢ :




Holding Company Bank Ownership. The Bank Holding Company Act requires every bank holding company
to obtain lhe prlor approval of the Federal Reserve before (l) acqumng, directly or indirectly, ownershlp or control
of any voting shares of another bank or bank holding ‘company if, after such acquisition, it would own or control
more than 5% of such shares, (2) acquiring all or substantially all of the assets of another bank or bank holding
company, or (3} merging or consolidating with another bank holding company.

Holding Company Control of Nonbanks. With some exceptions, the Bank Holdmg Company Act also
prohibits a bank holding company from acquiring or retaining direct or.indirect ownership or control of thoré than
5% of the voting shares of any company which is not a’bank or bank holding company, or from engaging directly or
indirectly in activities othef than those.of banking, managing or controllirig banks, or providing services for its
subsidiaries. The principal exceptions to these prohibitions mvolve certain non-bank activities whlch by statute or
by Federal Reserve regulatlon of ‘order, have been 1denl1ﬁed as acnvmes elosely related to the buslness of banking

or of mandgmg or controllmg banks ' _ , s "'
REE B o "] LR T e

Transactions with Affiliates. Subs:dlary banks of a bank holding company are subject to restrictions imposed
by the [ederal Reserve Act on extensions of credit to the holding company or its subsidiaries, on investments in their
securities; and on the use of their securities as collateral for loans to any borrower. These regulations and réstrictions
may Hmit the Company’s ability to obtain-funds from the Bank for its cash.needs, mcludmg funds:for payment: of
dividends, interest and operational expenses.* - .. - B Y T N L

Tying Arrangements. 'We are prohibited from engaging in certain tie-in arrangements in conneenon w1th 1 any
extension of credit, sale or lease of property, or furnishing of services. For example, with certain’ excepnons neither
the Company-nor the Bank may condition an extension of credit to acustomer on either (1) a requirement that the
customer obtain additional services provided by us or (2) an agreement, by the customer to refrain from obtaining
other services.from a competitor.,,, . | v e , ‘ ae . R

Vo e s oW

Support of Subsidiary Banks. ., Under Federal Reserve.policy, the Company is expected to act as a source of
financial and managerial strength to the Bank. This means that the Company. is required to.commit, as necessary,
resources o support the Bank. Any capital loans a bank holding company makes to its; subsidiary banks are
subordinate to deposits.and to certain- other indebtedness of those subsidiary; banks.

:
.

State Law Restrictions. As a Washington corporation, the _Cornpaniz is ;ﬁbject to l(:ertain limitations and
restrictions under applicable Washington corporate law. For example, state law restrictions in Washington include
limitations and restrictions relating to indemnification of directors, distributions to shareholders, transactions
involving directors, officers, or interested shareholders, maintenance of books, records, and minutes, and obser-
vance of certain corporate formalities.

Federal and State Regulatmn of EvergreenBank S UKD o

General The Bank is a Washmgton chartered commercml bank w1th deposnts msured by the FDIC As a
resull .the Bank is subject to supervision dnd regulauon by the Washington, State Department of Fmanc1a1
Institutions, Division of Banks and the FDIC. These agencnes have the authority to, prohlbn banks from engagmg in
what they beheve consmule unsafe or unbound banking practices.

ot e T e

Community Reinvestment. The Community Reinvestmént Act requires that; in connection with examinations
of financial institutions within their jurisdiction, the Federal Reserve or the FDIC evaluate the record of the financial
institution in meeting the credit needs of its local communities, including low and moderate income néighborhoods,
eons:slent with the safe and sound operation of the institution. These factors are also considered in evaluating
mergers acqu1smons dl‘ld app]:catlons to open a braneh or fac1llty LT X

e 1L , : e '
v, lns:der Credit Transacnons Banks are also Sl.lbjBCl to certain restrictions. imposed by the Federal Reserve
Act on extensions of credit to executive officers, directors, principal shareholders, or. any related interests.of such
persons. Extensions of credit (1) must-be made on substantially. the same. terms, including interest rates- and
collateral as, and follow credit underwriting procedures that are not less stringent than, those prevailing at the time
foncomparable transactions with:persons not covered above,.and (2) must not involve more than the normal risk of
repayment or present other unfavorable features. Banks are also subject to certain lending limits and restrictions on

6




overdrafts to insiders. A violation of these restrictions may result in the assessment of substantial civil monetary
gena]lies, lhe imposition of a cease and desist order, and other rcgulatory sanctions.

Reguianon of Managemem Federal law (1) sets forth mrcum“.tdnces under which officers or directors of a
bank may be removed by the institution’s federal superwsory agency (2) places restraints on lending by a bank to its
executive officers, diréctors, principal sharehoiders and their related interests; and (3) prohlblts management
personnel 6f a bank from serving as a director or in'a management position of another financial institution whose
assets exceed a specified amount or which has an office within a specified geographic area.

Safery and Soundness Standards.  Federat law imposes upon banks certain non-capital safety and soundness
standards. These standards cover, among other things, internal controls, information systems, internal audit
systems, loan documentation, credit underwrmng, interest rate exposure, “asset growth compensatlon and benefits.
Additional standards apply to asset quality, earnings and stock valuation. An institution that fails to meet these
standards must develop a plan acceptable 1o its regulators, specifying the steps that the institution will take to meet
the standards; Failure to submit or implement such a'plan may subject the institution to regulatory sanctions.

. "
-

-
'
! .

Interstate Banking and Branching . - - R

The Riegle-Neal Interstate Banking and Brénohing Efficiency Act of 1994 (“Interstate Act™) permits
nationwide interstate banking and branching under certain circumstances. This legislation generally authorizes
interstate branching and relaxes federal law restrictions on interstate banking. Cutfently, bank holding companies
may purchase banks in any state, and states may not prohibit these purchases. Additionally, banks are permitted to
merge with banks in other states, as long as the home state of neither merging bank has opted out under the
legislation. The Intérstate Act requires regulators to consult with commumty orgamzatlons before perrmmng an
interstate institution to close a branch in a ]ow income area. ‘ .

FDIC regulanons pl‘()h)bl[ banks from using lhexr mterstate branches prlmanly for deposit producuon The
FDIC has 1mplemented a lodn to- deposnt rauo screen'to ensure complmnce ‘with tl‘llS prohlbmon

-

Washington enacted “opting in” legislation in accordance with the Interstate Act,'allowin’g banks'to engage in
interstate merger transactions, subject to certain “aging” requirements. Until récently, Washington restricted
out-of-state banks from opening de novo branches, however, in 2005, Washington interstate branching laws were
amended so that an out-of-state-bank may, subject to the Director’s approval; open de novo branches in Washington
or acquire an jn-state branch so long as the home state of the out-of-state bank has reciprocal laws with respect to de
novo branching or branch acquisitions. Once an out-of-state bank has acquired a bank within Washington, either
through merger or acquisition of all or substantially all of the bank’s assets or through authorized de novo branching, '
the out-of-state bank may open additional branches within the state.

Deposit Insurance Co . o b SRR

The Bank’s deposits are currently insured.to a maximum of $100,000 per depositor (in some instances hp 10
$250,000 per deposit account, depending on the ownership category of the account) through the Bank Insurance
Fund administered by the Federal Deposit Insurance Corporation (“the FDIC”). The Bank is required to pay deposit
insurance premiums, which are assessed semiannually and paid quarterly. The premium amount is based upon a risk
classification system estabhshcd by the FDIC. Banks with hlgher levels of capital and a low.degree of supervisory -
concern are assessed lower premiums than banks with lower levels of capital or a higher degree of supervisory
concern. Under the Federal Deposit Insurance Reform Act of 2005, the Bank Insurance Fund will be merged with
the Savings Association Insurance Fuhd into a new Deposit Insurance Fund, and the maximum deposit insurance
amounts will be subject to 1nﬂat:on adjustments cvery ﬁve years, commcncmg April, 2010

LD Yy

. The FDIC is also empowered to make special assessments on msured depository institutions in amounts
determined by the FDIC to be necessary to give it adequate assessment income to repay amounts borrowed from the
U.S. Treasury and other sources or for any other purpose the FDIC deems necessary. :
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Dividends o ‘ AT TR '

The principal source of Bancorp’s cash feserves' is dividends received from the Bank. The payment of
dividends is subject to government regulation, in that regulatory authontlee may prohibit banks ‘and bank holding
companies from paying dividends in a manner that would constltute an unsafe or unsound bankmg practice. In
addition, a bank may not pay cash dividends if domg 50 wou]cl reduce the .amount of its capital below that necessary
to meet mmlmum applicable regulatory capital requ1rements Stale laws also limit a bank’s ablhty to pay dmdends

. . .
" f Lot . .

Capital Adequacy

Regulatory Capital Guidelines. Féederal bank regulatory 'ai;encies use capital adequacy guidelines“in the
examination and regulatlon of bank holding compames and banks. The guidelines are “risk-based,” meaning that
they are desrgned 10 make capntal requnrements more sensitive to d1fferences in risk proﬁles among banks and bank
holding compames * ' '

Tier | and Ter 2 Capt.tal .. Under the gurdehnes an‘'institution’s capttal 1s divided rnto two broad categones
Tier 1 capital and Tier 2 capital, Tier 1 capital generally consists of common stockholders’ equtty surplus, and
undivided profits. Tier 2 capital generally consists of the allowance for loan losses, hybrid capital instruments, and
term subordinated debt. The sum of Tier | capital and Tier 2 capital represents an institution’s total capital. The

guidelines require that at least 50% of an institution’s total capital consist of Tier 1 capital.
’ 1] . - 1

-

Risk-Based Capital Ratios. The adequacy of an institution’s capital is gauged primarily with reference to the
institution’s risk-weighted assets. The guidelines assign risk weightings to an institution’s assets in an effort to
quantify the relative risk of each asset and to determine the minimum capital required to support that risk. An
institution’s risk-weighted assets are then compared with its Tier 1 capllal and total capital to arrive at a Tier 1 risk-
based ratio and a {otal risk-based ratio, respectively. The guidelines provide that an institution must have a minimum
Tier 1 risk-based ratio of 4% and a minimum total risk-based ratio of 8%. .

Leverage Ratio, The guidelines also employ a leverage ratio, which i s Tier, 1 cap1tal asa percentage of total
assets, less mtangtbles The principal objective of the leverage ratio is to éonstrain the maximum degree to which a
bank holding company may leverage its equity capital base. The minimum leverage fatio is 3%: however, for all but
the most highly rated bank holding companies and for bank holdmg companies seeking to expand, regulators expect
an additional cushion of at least 1% to 2%. ,

. . . o VR

** Prompt Corrective Action. Under the guidelines, an institution is assigned to one of five capital categories
d_epending' on its total risk-based capital ratio, Tier 1 risk-based capital ratio, and leverage ratio, togetlier with
certain subjective factors The categories range from “well-capitalized™ to “critically undercapitalized.” Institutions
~ that are underedp1tahzed” or lower are SUbJECI t0 certain mandatory supervisory' correctlve actions. )

. ¢ ‘ . N

-Corporate Governance and Accounting Legislation o

Sarbanes-Oxley Act of 2002." The Sarbanes-Oxley Act of 2002 (“the Act”) addresses corporate and
accounting fraud. The Act established a new accounting oversight board to enforce auditing standards "and
restricted the scope of services that accounting firms may provide to their public company audit clients. Among
other things, the Act also (1) requires chief executive officers'and chief financial officers to certify to the accuracy of
periodic reports filed iwith the Securitiesand Exchange Commissicn (“the SEC™); (i1) imposes new disclosure
requirements regarding intérnal controls off-balance-sheet transactions, and pro forma (non-GAAP) disclosures;
(iii) accelerates the time frame for reporting of insider transactions and periodic disclosures by piblic companies;

“and (iv) requirés companies to disclose whether or not they have ad'opted a code 'of ethics for senior financial
ofﬁcers and whether the audlt committee includes at least one “audit committee ﬁnanClal expert.” 2o

% SR S "
The Act also requires the SEC, based on certain. enumerated factors,-to regularly ‘and systematically review
corporate filings. To deter wrongdoing, the Act: (i) subjects bonuses issued to top executives to disgorgement ;f a
restatement of a company’s financial statements was due to corporate misconduct; (i} prohibits an officer or
director from: misleading ‘or' coercing an auditor;: (iii) prohibits insider trades during pension fund “blackout
periods;” (iv) imposes new criminal penalties for fraud and other wrongful acts; and (v) extends the period. durlng

which certain securities fraud lawsuits can be brought against a company.or its officers.
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As a publicly reporting company, we are subject to the requirements of the Act and related rules and
regulations issued by the SEC. Currently, the SEC granted an extension to comply with the reporting requirements
of Section 404 to 2007. We anticipate that we will incur additional expense, inchiding ongoing compliance with
Section 404, as a result of the Act, but we do not expect that such compliance will have a material impact on our

- business.

Anti-Terrorism Legislation

USA PATRIOT Act.of 2001. The Uniting and Strengthening America by Providing Appropnate Tools
Requlred to Intercept and Obstruct Terrorism Act of 2001 (“USA Patriot Act”) is intended te combat terronsm
Among other things, the USA PATRIOT Act (1) prohibits banks from providing con‘espondem accounts dlrectly to
fore1gn sheil banks, (2) imposes due diligence requirements on banks opening or holdmg accounts, for foreign
financial institutions or wealthy foreign individuals, (3} requires financial institutions to.establish an anti- -money-
laundering compliance program and (4) eliminates civil liability for persons who file suspicious activity reports.
The Act also increases governmental powers to investigate terrorism, including expanded government access to
account records. The Department of the Treasury is empowered to administer and make rules to |mplement the Act.
While we believe the USA PATRIOT Act may, to some degree, affect our recordkeeping and reporting expenses, we
do not believe that the Act will have a material adverse effect on our business and operations.

Financial Services Modernization ' : . .

Gramm-Leach-Bliley Act of 1999. The Financial Services Modernization Act of 1999, also known as the
Gramm-Leach-Bliley Act, brought about significant changes to the laws affecting banks and bank holding
companies. Generally, the Act (i) repealed the historical restrictions on preventing banks from affiliating with
securities firms, (i) provided a uniform framework for the activities of banks, savings institutions, and their holding
companies, (ii1) broadened the activities that may be conducted by national banks and banking subsidiaries of bank
holding companies, (iv) provided an enhanced framework for protecting the privacy of consumer information, and
(v)-addressed a variety of other legal and' regulatory issues affecting both day—to -day operations and long-term
activities of financial institutions. o

Bank holding.companies that qualify and elect to become financial holding companies can engage in a wider
variety of financial activities than permitted under previous law, particufarly with respect to insurance and securities
underwriting activities. In addition, in a change from previous law, bank holding companies will be in a position to
be owned, controlled or acqliired by any company engaged in financially related activities, so long as the company
meets cettain regulatory requirements. The act also permits national banks (and, in'states with wildcard statutes,
certain state banks), either directly or through operating subsidiaries, to.engage in certain non-bankmg financial
activities. . :

We do not believe that the act will negatively affect our operations in the short term. However, to the extent the
legislation permits banks, securities firms and insurance companies to affiliate, the financial services industry may
experience further consolidation. This consolidation could result in a growing number of larger financial insti-
tutions that offer a wider variety of financial services than we currently offer, and these companies may be able to
aggressively compete in the markets we currently serve. . | s

Effects of Government Monetary Policy

Our earnings and growth are affected not only by general economic conditions, but also by the fiscal and
monetary policies of the federal government, particularly the Federal Reserve. The Federal-Reserve can and does
implement national monetary policy for such purposes as curbing inflation and combating recession. Its open

market operations in U.S. government securities, control of the discount rate applicable to-borrowings from the

Federal Reserve, and establishment of reserve requirements against certain deposits influence the growth of bank
loans, investments, and deposits, and also affect interest rates charged on loans or paid on deposits, The nature and
impact of future changes in monetary policies and their impact on us cannot be predicted with certainty.
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Item 1A. Risk Factors . . . l . oo S ‘ -

.- Our- business exposes us to certain risks, The following is a discussion of the most significant risks and
uncertainties that may affect our business, financial condition, and future results. . : TP

¢ Fluctuating interest rates can adversely affect our profitability

Our profitability is dependent to a large extent upon net interest income, which is the difference (or spredd”)
between the mlerest earned on’loans, sécurities and other interest- -earning assets, and interest 'paid on deposns
borrowings, and other mteresl bearing liabilitis. Becausé of thé differences in m.nunneq and repricing charac?
teristics of our mterest earmng assets’ and interest- beanng llabllmes changes in interest rates do not prodiice
equivalent changes infinterest income earned on interest-€arning assets and interest paid on interest- beanng
liabilities. Accordmgly, fluctuations in interest fates could adversely affect our interést rate spread, and, in turn, our
profitability. We cannot mdké assurances that we ¢an minimize our interest rate risk. Tn addition, interest rates also
affect the amount of money we can lend. When interest rates rise, the cost of borrowmg also increases. Accordmgly,
changt,s in levels of market interest rates could matenally and adversely affect our net, interest spread, asset quallty,
loan origination vdlume, business and prospects. We' aseess rate risk by various means mcludmg analysns of
financial data and by modeling the impact of rate chariges on financial performance. Current information suggests
that the Company is “asset-sensitive,” suggesting that rising interest rates may tend to increase net interest income
and improve profits, and that falling interest rates would have the opposite effect. See page 32 for further discussion
and analysis of interest rate risk.

' [
]

* QOur allowance for loan losses may not be adequate ta cover actual loan losses, which could adversely |
affect ourearnmgs R oo S A R S e
cao : TR BT . ' : S : :
"+ We maintain an allowance for loan losses in an amount that we believe is adequate to provide for probable
incurred losses in-the portfolio. While we 'strive to carefully monitor credit quality and to identify loans that may
become nonperforming, at any time there are loans included in the portfolio that will result in,losses, but that have
not been identified as nonperforming or potential problem loans. We cannot be sure that we will be able to identify
deteriorating lodns before they become nonperforming assets, or that we will be able to limit losses on those loans
that are identified. As a'result, future additions to the allowance may be necessary. Additionally, fiiture additions to
the allowance may bé required based on changes in the loans comprising the portfolio and chariges in the financial
condition of borrowers, such as miay result from changes in economic conditions or as a result’ of incorrect
assumptions by management in determining the atlowance. Furthermore, federal banking regulators, as an-integral
part of their supervisory function, periodically review our allowance for loan losses. These régulatory agencies may
require us to recognize further loan charge-offs based upon their judgments, which may be different from ours. Any
increase in the allowance for loan losses could have a negdtwe effect on our fi nanCIal condition and results of
operauon : R - ot b

: C . T . : o

! g L. ! N L. va L o D .. ' 4

* Our loan portfolio contains a high percentage of cammeraal and commercml real estate Iaaus in
relation to our total loans and total assets ! ' '

Commercial and commercial real estate loans generally are viewed as havmg more risk of default than
residential real estate loans or certain other types of loans or investments, These types of loans also typ:cally are
larger than residential real estate loans and other commercial loans. Because the loan portfolio contains a significant
number of commercial and commercial real estate loans with relatively large balances, the deterioration of one or a
few of these loans may .cause a significant increase in nonperforming loans. An increase in nonperforming loans
could result in: a loss of earnings from these loans;-an increase in the provision for Joan losses; or an increase in loan
charge-offs, which could have an adverse impact on our results of operations and financial condition. Please see
“Item 7. Management’s Discussion.and Analysis. of Financial Condition and Results of Operations-Loans” for
further discussion of the loan portfolio. \ . ) ‘ . e
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e An economic downturn in the market area we serve may cause us to have lower earnings and could’ -

increase our credit risk associated witlg,.our'lam'r portfolio , L .

The inability of borrowers to repay loans can erode our earnings. Substantially all of our loans are to businesses

and individuals in the Seattle, Bellevue, Lynnwood, and Federal Way communities, and any decline in the economy

of this market area could impact us adversely. As a lender, we are exposed to the risk that our customers will be

unable to repay their loans in accordance with their terms, and that any collateral securing the payment of their loans
may not be sufficient to assure repayment, R P S B

-

. o IRt . . . . P
- o . . T .- o

' o*Competition in our market area may limit our fufuré success, - _

Commercial banking is,a highly competitive business; We compete with other commercial banks, savings and
loan associations, creditunions, and finance companies operatmg in our market area. We are sub_]ect 1o substantjal
competition for [oans and deposits from other financial institutions. Some of our competitors are not subject to the
same degree. of regulatlon and restriction.as we are. Some of our c:ompcmors have greater financial resources than
we do. We compete for funds with other fi nancial institutions that, in most cases, are srgmﬁcantly larger and able to
provide a greater variety of services than we do and thus may obtain dcposus at lower rates of interest. lf we are

unable to effectively compete in our market area, our busmess and resu]ts of oper.mons could be adversely affected.
. L1 PE . vy i . I 1 .

' 1 ] N P

o There is not significant trading activity of our shares, whmh could result in pnce volatility

Qur shares are traded on the OTC Bulletin Board under the symbol “EVGG. There is not 'what woulc'ir be
characterized as an ‘active trading market for the shares, and trading volume is not substantial. Accordingly, the
trading price of our shares may' be more susceptible.to fluctuation; for example in'the event of a transaction
involving a significant block of shares, than a stock that was more actively’ traded. There can be no assurance that an
active and liquid market for our common stock will develop. Accordingly, shareholders may find it difficult to sella
significant number of shares at the prevailing market price.

. . 'o‘\.,. . R T

» We would be adversely affected if we lost the services of key personnel. . e et

We depend upon the services of Gerald Hatler, our President and CEO, and the expertenced management he
has assembled. The loss of Mr. Hatler in particular, if not replaced shortly with an equally competent person, could
disrupt our operations and have an adverse effect on us. If Mr. Hatler were to die, EvergreenBank has a bank owned
life insurance policy that would provide approximately $794,000. The'proceéds from thls death beneﬁl could be
used to mitigate costs that we may incur in locating and hiring a replacement. : I

Our busmess success is also dependcm upon our ability to contmue to attracl hlre motwate and retain skllled
personncl to develop our customer relationships, as well as new financial products and semces Many expenenced
banking professionals employed by our competitors are covered by agreements not to compete or solicit their
existing customers if they were to leave their current employment. These;agreements make the recruitment of these
professionals more difficult. The market for these people is competitive, and we cannot assure you that we will be
successful in attracting, hiring, motivating or retaining them.

r

® There are resmcuons on changes in comrol of the Company that could decrease our sharehalders
chance to realize a premmm on thetr shares
i . . R
As a Washington corporation, we are subject to various provisions of the Washmgton Business Corporation
Act that impose restrictions on certain takeover offers and business combinations, such as.combinations with
interested shareholders and share repurchases from certain sharehotders. Provisions in our Articles of Incorporation
requiring a staggered Board and/or containing fairness provisions could have the effect of hindering, delaying or
preventing a takeover bid. Thiese provisions may inhibit takeover bids and' could. decrease ‘the chance of share—
holders réalizing a premium over market price for their shares as a result of the takeover bid.



Item 1B. Unresolved Staff Cammem‘s

There were no unresolved staff comments from the Securities and Exchange Commission as of December 31,
2006.
Item 2. Ii'roﬁertie's o '
~ The Bank conducts business from six leased office locations: the Eastiake office at 301 Eastlake Avenue East,
northeast of downtown Seattle; the downtown Seattle office at 1111 Third Avenue, Seattle; the Lynnwood office
located at 2502 196th Street Southwest, Lynnwood; the Bellevue office located at 110 110th Avenue Northeast,

Bellevue; the Federal Way office tocated at 1300 South 320th Street, Federal Way; and the South Lake Union office
at 307 Westlake Avenue North, northwest of downtown Seattle. .

The Company leases premises and parking facilities for the Eastlake and Lynnwood offices from PEMCO
Mutual Insurance Company, under leases expiring from March 31, 2007 to October 31, 2009. The Company leases
the Federal Way, South Like Union, Bellevue and downtown Seattle premises from other parties and those leases
expire June 30, 2008, August 31, 2009, May 31, 2011, and April 30, 2015, respectively. In January 2007, the lease
for the downtown Seattle office was amended to include additional office space. Seé Note 14 “Leases” to the
consolidated financial statements. ‘

Items of furniture, ﬁxtures and equipment are purchased as needed by the Bank. The Bank is responsible for
maintenance, repairs, operating expenses, and insurance.

-
v .

Item 3. lxegal Proceedings

Bancorp and the Bank from time to time may be parties to various legal actions ansmg in the normal course of
business. Management believes that there is-no proceeding threatened or pending against Bancorp or the Bank
which, if determined adversely, would have a material adverse effect on the consolidated financial condition or
results of operations of the Company.

Item 4. Submission of Matters to a Vote of Security Holders

No matters were submitted to a vote of security holders in the fourth quarter of 2006..

. f

PART II : ' , ,

Item S, Market for Registrant’s Common Equity, Related S:tockha!der Matters, and Issuer Purehases of .
Equity Securities : . . \

Bancorp’s common stock is traded on the OTC Bulletin Board under the symbol “EVGG.” As of March 8,
2007, there were 673 holders of record of Bancorp’s common stock, and an estimated 418 holders of its stock in
“street name’ " by brokerage firms.

The table below shows, for the penods indicated, the reponed high and low closing sale prices and cash
dividends paid (adjusted to reflect the four-for-three stock split in October 2005).

2006 2005
Cash Cash
Dividend High Low Dividend High Low
First Quarter . ......... SO 006  1415° 1329 0056 .13.09 1211
Second Quarter . ......... ... ... ... 0.06 1625 13.99 0056 14.07 11.80
Third Quarter ... .5 ... ......... e 006  17.00 1495 0056 1468 13.07
Fourth Quarter.« ........00.......... 0.07 1588 ‘1450 0.060 1693 13.49

Holders of common stock are entitled to receive such dividends as may be declared by the Board of D|rectors
from time to time and paid out of funds legally available. Because thé Company’s consolidated net income consists
largely of the net income of the Bank, Bancorp's ability to pay dividends depends upon its receipt of dividends from
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the Bank. The Bank'’s ability to pay dividends is regulated by banking statutes. See “Supervision and Regulation —
Dividends” in Part 1. The declaration of dividends by Bancorp is discretionary and depends on the Bank’s and
Bancorp’s earnings and financial condition, regulatory limitations, tax considerations, and other factors: While the
Board of Directors expects to continue to declare dividends, there can be no assurance that-dividends will be paid in
the future. - o o '

e . . ’ ’ . ' L

. ; - Investor information, including Bancorp filings with the Securities and Exchange Commission and press
releases, are available on Bancorp’s website at www,EvergreenBancorp.com, or by written request to Ever-

greenBancorp, Inc., 301 Eastlake Avenue East, Seattle, Washington, 98109, Attention: Investor Relations.

Inquiries regarding stock transfers should be directed to Computershare Trust Company, Inc., 350 Indiana
Street Suite 800, Golden, Colorado 80401, (800) 962-4284. '

ol

- No shares of common stock were repurchased by Bancorp,during the fourth quarter of 2006. .,

- - '

Equity Compensation Plan Information ..

The Compan-y;s Second Amended 2000 Stock Opti

P

"
-

[N

on and.Equity Compensation Plan (the “Second Amended

] RIS

.

2000 Plan”).was approved by the shareholders and proyides for the issuance of the Company’s common stock to
officers, certain employees, directors and consultants. The following table sets forth information regarding

butstanding options and sharés reserved for future issuance under the plan as of December 31, 2006:

- ,y
1 )
o o v

. (a). .
Number of Shares (o be
. Issued upon Fxercise of
Outstanding Options,

()} .
Weighted-Average
_Exercise Price of

Outstanding Options,

. (0

Number of Shares Remaining

Available for Future Issuance

“Under Equity Compensation
Plans (Excluding Shares

Plan Category ' + Warrants and Rights Warrants and Rights Reflected in Column (a))
Equity compensation plans approved e .
‘by shareholders(l). ... ......... 207,434 $10.37 H 47,243
Equity compensation plans, not - , .
approved by shareholders. . ...... N/A N/A O NA
Total, . ............... e 207,434, $10.37 - 47,243 .

(1) ‘ Amounts have been adjusted to reflect all applicablé stock splits and dividends paid onthe Company’s ci):n;mon

stock.
-

-
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Item 6. Selected Consolidated Financial Data L

[ '

v 20d6 ! 2005 2004 2003 © 2002 °

' ! e (In thousands, except per share and ratio data)
INCOME STATEMENT DATA ‘ o : : '
Net interest income ... .................. $ 12535 $10263 $ 9,02 $ 8200 $ 8337
Provision for loan losses. ... ... . Ce e S B0 423 321 © 233 330
Noninterest income. ... ......0..... LoL...r 1,828 - 1,693 1,709 1,755 1,537
Noninterest expense . " ... “ovo oot 109507 10,150 8,602 - 819 7.521
Netincome ........:..... . *1,819 . 966« 1,282 1,036 1,343
PER SHARE DATA(1) - ' ' ' -
Earnings per common share .. . ...........: ~"$'°08 $ 048 $ 064-3 052 $ 068
Diluted eamings'per common share. .. . ...... 0.88 0.47 0.63 0.52 0.68
Dividends declared per common share. . ... ... . 0.250 0.228 0.192 ' 0.185 0.086
BALANCE SHEET DATA = ' o S B |
Total loans . . . . . . . . IS L., $292449  $189,188  $159.656  $138468°  $121,509
Allowance for loan losses . . . .. e e .o 2,784' 2,056 1,887 1,636 ' l,690I
Realestate owned. .. .................... — — — 2,659 _
Totalassets .. .................. . e 343,520 249,192 209,630 194,556 169,926
Total deposits . . ... ... ... .00 .. PIR +256,435 - 199;_890 173,801 152,683 132,174
Total long-term debt . : . ....... .. A ' 59,022- .‘28,849 16,067 20,381 16,783
Stockholders™ equity . . .......... .. ....... 23,819 17,736 17,485, 16,583 15,960
SELECTED FINANCIAL RATIOS '
Return on average assets. . ................ 0.64% 0.45% 0.66%: 0.60% 0.82%
Return on average equity ................. 9.55 5.51 7.58 16.42 5.84
Dividend payout ratio . .. ................. 27.60 47.31 29.80 35.33 12.51
Average equity (o average assels. .. ......... 6.67 8.16 8.71 9.29 9.31
Net interest margin (tax equivaleht)(Z) ....... 4.67 5.14 5.02 5.02 5.48
Allowance for loan losses to total loans at the ' ‘

endofyear...... ... ... ... ... ... 0.95 1.09 1.18 1.18 139
Nonperforming loans to total loans at the end of 7

year(3) . ... 0.17 0.61 0.14 0.46 0.66

0.03 - 0.16 0.05 0.24 0.11

Net loans charged off to average total loans . . .

(1)} All per share amounts have been adjusted to reflect all applicable stock splits and dividends paid on the

Company’s common stock.

(2) Net interest margin (tax-equivalent) is a non-GAAP disclosure. Please see page 21 for further discussion,

(3) Nonperforming loans include nonaccrual loans, and other loans 90 days or more past due.

Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

General

Bancorp is a Washington chartered bank holding company formed in 2001 and headquartered in Seattle,
Washington. Bancorp has as its primary business activity ownership of EvergreenBank (“the Bank™). The Bank’s
principal business is personal and business banking. Services offered include commercial, real estate and consumer
lending; savings, checking and certificate of deposit accounts; health savings accounts; ATM network, Internet
banking, cash management services, and merchant credit card processing services. EvergreenBank operates six
offices in Washington located in Seattle, Bellevue, Lynnwood, and Federal Way. The Bank’s newest locations

14




include the Souih Lake Union office, which-opened in November of 2004, and: the Thirdrand Seneca office; which
opened in downtown Seattle in June of 2005. : P TR el

The Bank’s résults of operations primarily depend on net interest income, which is the difference between
interest income ‘on loans and.ihvestménts-and interest: expense on deposits and borrowed funds. The Bankis
operating results are also affected by loan fees, service charges on deposit accounts, net merchant credit card
processmg fees, gams from qales of loans and mvestments and other nomnterest mcome Operatmg expenses. of the
Bank 1nc1ude cmplgyee co'mpensauon and Peneﬁts occupancy qnd eqmpment costs dam processmg, professmnal
fees marketmg, state and local taxes, federal deposu me.urance premtums a.nd other admlmstratwe expenses

i

» The Bank’s'results of operatlons are'further affected by economic and’ competitivé” conditions, particularly
changes in‘iarket intérest tites. Résults are also affected by monetary "and ﬁscal pol:c:es of federal agencms and

actions of regulatory authorities. "~ b S e T

e

The following discussion should be’read along with' the accompanymg financial statements and notes. All
share and per-share information in this annual report has been restated to give rétroactive effect 0 all applicable
stock, splits and dividends, paid on the: Company’s stock. In the following discussion, unless, otherwise, noted,
references to, mcreases or decreases in balances for, a partlcular period or, date refer to the comparison with

correspondmg amounts for the perlod or date one year earlier. T e e S

Forward Lookmg Statements

P

+ «In addition to ' historical 1nf0rmat1on the followmg management s discussion and-analysis contains cestain
forward:looking ‘statements “that involve risks- and ‘uncertainties. The Company s actual results could - differ
significantly from those anttc:pated in'these forward-looking statements as a result of ¢ertain factors discussed
elsewhete in'this report, including changes in ifterest rates, economic -conditions! competmon reqmrements -of
regulators, dnd’ the'demand for financial products and Services in the Company. s market area. These risks and
uncertainties should be considéréd in evaluating forward-looking statcments ‘and ‘undue reliance should not be
placed on such statements. : T o

Further information concerning the Company and its business, including additional factors that.could
) materially affect. its financial results, is included in the Company’s filings with the Securities and Exchange
Commission. Repons and additional information; mcludmg.Company press releases, can be found on the Bancorp 5
website at www. Evergreanancorp com:” * . e - T
ity : e v 4 I PR TR U S .. . bt 1 T B N
T : S N T BEIRE A

Crltlcal Accountmg Pohcnes . F .
. B il . et L S - Lo

" The preparation of ﬁnanc:al statements in confon'mty with U.S: generally accepted accounting prmcnples
requires riianagement to make judgmenis, estimates and assumptions that affect the reported amounts of assets.and
liabilities, includirig contingent amounts, at the date of the financial statements -and the. rcported amounts -of
revenues and expenses during the reporting period. Actual results could differ from those estimates..Management
has 1dentlfied certain pol:cles as being particularly sensitive in terms of judgments and the extent to whtctt estimates
are used. The pOllCleS relate to the determmatlon of the allowance for loan losses other redl estate owned and the
fair value of ﬁnancm] mstrumenlts as descnbed in funher detail below, and in the accompanylng consolldated
financial statements and footnotes thereto contained in this Form 10-K. Management believes that the Judgments
estimates and assumptions, used in the preparation of the-financial statements are appropriate glvengthe factual
circumstances at the time, however, given the scnsmvny of the financia! statements to these critical accounting
policies, estimates, and assumpttons material differences in the results of operations or financial condition could
result. - 41 L, T R o S "t P

Allowance for Loan Losses. The allowance for loan losses is a valuation allowance for probable incurred
creditlosses. Loan losses are charged against the allowance when management believes the uncollectibility of a
loan balance:is confirmed. Subsequent recoveries, if: any, are credited to the allowancer Management estimates the
allowance balance required using past loan loss experience, the nature' and volume of the portfolio; information
about specific..borrower situations and -estimated collateral values, economic. conditions, ‘and other- factors.
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Allocations of the allowance may be made for specific loans, but the entire allowance is available for any loan that,
in management’s judgment, should be charged off. . Lo

The allowance consists of specific and general components. The specific component relates to loans that are
individually classified as impaired. The general compenent covers non-classified loans and is based on historical
toss experience adjusted for current factors. . R e

A loan is impaired ‘when full payment under the loan terms is not expected. Commercial and commercial real
estate loans are individually evaluated for impairment. If a loan is impaired, a portion of the allowance is allocated
so that the loan is reported, neét, at the present value of estimated future cash flows using the loan’s existing rate or at
the fair value of coilateral if repayment is expected,solely from the collateral. Large groups of smaller balance
homogeneous loans, such as consumer and residential real estate loans, are collectively evaluated for impairment,
and accordingly, they are not separately identified for impairment disclosures.

Management recognizes a certain level of imprecision exists in the manner in which the allowance for loan
losses is calculated, owing to intangible factors.

1

Finally, management regutarly monitors the perforrriance of the loan portfolio with regard to levels of
criticized and classified loans, as well as assessing regional economic factors which may impact thé loan portfoho
This provides additional information for management’s regular evaluation of the atlowance.

Temporary Decline in Fair Value of Securities. Under current accounting rules, declines in the fair value of
securities below their cost that are other-than-temporary are reflected as reatized losses. In determining whether an
unrealized loss is considered other-than-temporary, management considers: (1) the length of time and extent that
fair value has been less than cost; {2) the financial condition and near term prospects of the issuer; and (3) the
Company's ability and intent to hold the security for a period sufficient to allow for any anticipated recovery in fair
values. In management's view, the decline in market value of the securities that were below amortized cost at
December 31, 2006 does not represent other-than-temporary impairment, and thus no loss was recognized on the
income statement. Additional information regarding these securities can be found in Note 3, “Securities” to the
notes to consolidated financial statements. _ . o

Overview

The profitability of the Company’s operations depends primarily on the net interest income from its banking
operations and investment activities, the provision for losses on loans, noninterest income, noninferest expense, and
income tax expense. Net interest income is the difference between the income the Company receives on its loan and
investment portfolios and its cost of funds, which consists of interest paid on deposits and borrowings. The provision
for loan losses reflects the cost of credit risk in the Company’s loan portfolio. Noninterest income includes service
charges on deposit accounts, net merchant credit card processing fees, gains from.sales of loans and investment
securities, and other fees and commissions. Noninterest expense includes operating costs such as salaries and
employee benefits, occupancy and equipment, data processing, professional fees, marketing, state and local taxes,
and other administrative expense. : ‘ ' _

Net interest income is dependent on the amounts and yields on interest-earning assets as compared to the
amounts and rates on interest-bearing liabilities. Net interest income is sensitive to changes in market ratés of
mtcrest and the Company’s asset/liability management procedures in dealing with such changes

i

The provision for loan losses is dependent- on management’s assessment of the collectibility of the loan
portfolio under current economic conditions. Other expenses are influenced by the growth of operations, with
additional employees necessary to staff and operate new banking offices and marketing expenses necessary to
promote them. Growth in the number of account relationships directly affects expenses such as technology costs,
supplies, postage, and miscellaneous expenses.

The regional economy continued to be very strong in 2006, despite a continuation in the first half of the year of
the Federal Reserve-driven increases in short-term interest rates that began in 2004, In particular, the real estate
market was very strong. Unlike many areas of the country, the real estate market appeared to be driven more by
strong fundamental economic growth than by the speculation many areas of the country experienced. Job growth in
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the Puget Sound region, the Company’s primary market area, was well above that of the nation overall in 2006. Loan
totals during 2006 increased sigificantly as a resultof favorable loan demand, plus the benefits of an'increased
number of office locations and qualified lending personnel. By the end of 2006, loan totals had reached
$292,449,000, up $103,261,000 or 54.58 percent over the prior year-end and deposit totals increased
$56,545,000, up 28.29 percent, and ending 2006 at $256,435,000. The increase in deposit totals in 2006 includes
brokered deposits of $52,755,000. The higher interest rate paid on these deposits caused compression in the net
Interest margin, which decreased to 4.67 p‘ercent'in. 2006 compared to 5.14 percent in 2005. Credit quality was
favorable as the ratio of nonperfbrming loans to total loans decreased t0 0.17 percent at year end 2006, as compared
with 0.61 percent at the end of 2005, Net income increased 88.30 percent to $1,819,000 or $0.88 per diluted share,
compared to $966,000 or $0.47 per diluted share. The main reason for the increase in profits was a significant
increase in interest income on loans, partially offset by an increase in interest paid on deposfts.

Cap.ital activities in 2006 included quarterly cash dividends paid in February, I\?lla_ly,'Augus‘t, and November.

The Company also raised an additional $4,547,000, net of offering costs, in capital through a secondary offering of
common stock to support current and future growth. A Trust Preferred stock offering was completed in November
2006 adding capital of $7,000,000 to the Bank. Capital ratios remain strong with the equity-to-asséts ratio at
6.93 percent ai December 31, 2006, ' o o : Coe *

Results of Operations 2006 Compared to 2005 P ' L

"
.

.The Company’s 2006 net income was $1,819,0600 compared to $966,000 in 2005, an increase of 88.30 percent.
Basic and diluted earnings per share for 2006 were $0.89 and $0.88, respectively. compared to $0.48 and $0.47 for
2005 Return on average assets was 0.64 percent for: 2006 and 0.45 percent for 2005. Returns on average common
equity were 9,55 percent and 5.51 percent, respectively. The net interest margin (net interest income on a taxable-
equivalent basis_divided by average earning assets) was 4.67 percent compared to 5.14 percent in 2005.

)

P s , A o LR ) A . Lt ] _-‘ L, . et . ..
The results of operations in 2006 reflected higher net inferest income; net interest income, which is primarily
attributable to the increase was in‘average loan balances of the loan portfolio and an increase in interest rates. The

increase in the average balances of the loan portfolio was centered particularly in real estate loans, which grew

$51,032,000, or 537.06 percent year-over-year.

For the year; noninterest income increased 7.97 percent, which was primarily due to increased in earnings from
bank owned life. insurance (“BOLI?). Operating expenses rose 7.88 percent due in part to.growth in the average
number of full.time equivalent employees (“FTE’s"™), increase in premises and equipment expenses associated with
the remodel of the Bank’s Lynnwood office and an additional $123,000 of compensation expense recorded in 2006
from the implementation of SFAS No. 123(R).

“The table of selected consolidated financial data; which appears on page *14, summarizes the Company’s
financial performance for each of the past five years. Additional analysis of financial components is contained in the
discussion that follows.: ST : S

’

Results of Operations 2005 Compared.to 2004 . -

The Company’s 2005 net iﬁcome was $96'6,000'c0mpared to $1,282,000 in 2004, a decrease of 24.63 percent.
Basic and diluted earnings per share for 2005 were $0.48 and $0.47, respectively, compared to $0.64 and $0.63 for
2004. Return on average assets was 0.45 percent for 2005 and 0.66 percent for 2004. Returns on average common
equity were 5.51 percent and 7.58 percent, respectively. The net interest margin (net interest income on a taxable-
equivalent basis-divided by average earning assets) was 5.14 percent compared to 5.02 percent in 2004.

The results of operations in 2005 reflected higher net interest income primarily due to an increase in average
loan balances and higher yields on loan balances.

-

For the year, noninterest income including gains on sales of loans and investments decreased 0.94 percent.
Operating expenses rose 18.00 percent due primarily to the costs associated with the opening of two new offices
which resulted in-increased salary, occupancy, and depreciation expense.
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The table of selected consolidated financial data, which appears on page 14, summarizes the Company.’s
financial performance for each of the past five years: Additional analysis of financial components is contained in the
discussion that foltows. - - S R

' 1 , : . L

Net Interest Income . L t

The Company’s principal source of earnings is net mtereqt income, whlch is the difference between mterest
income, including loan-related fee i income, and interest expense. Thé mdwldual components of net mterest mcome
and net interest margin are presented on pages 19 and 20 .

2006 ComparEd to 2005 _ _ . B

Net interest income before the provision for loan losses for 2006 was $12,535,000 compared t0 $10,263, 000 in
2005. The 22.14 percent increase was principally due to significant growth in'the average balarice of the' loan
portfolio of $74,309,000 from 2005 to 2006. This increase was partially offset by an increase in average mterest-
bearing deposrts Wthh 1ncreased $37,120,000 or 29.42 percent from 2005 to 2006. ‘ :

Total interest income was $20,786,000 in 2006 compared to $13,712,000 in 2005. This i increase of $7, 074 000
or 51.59 percent was primarily attributable to a 46.38 percent increase in average loan balances and higher average
yields on loans which was 8.26 percent m 2006 as compared with 7.73 percenl in 2005.

Total interest expense was $8,251,000 in 2006 compared to $3,449,000 in 2005 an increase of $4 802, 000 or
139.23 percent. This increase was due primarily to an increase in the average interest bearing liabilities of
$66,290,000 or 46.08 percent. The majority of this increase was due to an increase in brokered deposits and
advances from the Federal Home Loan Bank of Seattle (“FHLB”). Brokered deposits totaled’ $52;755,000 at
December 31, 2006; there were no brokered deposits at December 31, 2005. Average ratespaid for brokered funds
are highér than rates paid on organic deposits, thereby causing the average yield on intérest-bearing deposits to
increase from 2.00 percent in 2005 to 3.49 percent in 2006. Average total advances from FHLB increased
$26,937,000 or 218.10 percent from 2005 to 2006 the average rate paid on advances in 2006 was 5.04 percent as
compared with 4.60 percent in 2005 . ' : .

12005 Compared to 2004

" Net interest income before the provision for loan losses for 2005 was $10,263,000 compared to $9,102,000 in’
2004. The 12.76 percent increase was principally due to growth in the average balance of the loan portfolio, and
partially due to a rise in intefest rates, which increased the net interest margin to 5.14 percent in 2005, comparéd fo
5.02 percent in 2004. The expanding net interest margin reflected the nét repncmg of earmng assets and-paying
liabilities to higher rates,

Total interest income was $13,712,000 in 20085, compared to $11,363,000 in 2004. This increase of $2:349,000
or 20.67 percent was primarily attributable to a'12.65 percent increase in average loan balances, higher rates on
vanable-rate loans and investments, and new loans funded at higher rates. i = '

Total interest expense was $3,449,000 in 2005 compared to $2,261,000 in 2004, an increase of $1,188,000 or
52.54 percent. This increase was largely due to higher rates on average interest-bearing deposits, and an increase‘in
average interest-bearing deposit balances., The average rate paid on deposits in 2005 was 2.00 percent as compared
with 1.33 percent in 2004. Average mterest -bearing. deposus 1ncreased 316 700, 000 or 15.26 percent from 20{)4 to
2005

it . yo . . PR




Analysis of Average Balances, Net Interest Income, and Net Interest Margin

fl

Years Ended December 31,

- 2006 Over 2005
2005 Change in

2006
: . Income Due to
. Average Yield/ Average '  Yield/
‘Balance Interest Rate Balance Interest Rate  Volume Rate
o (In thousands)
ASSETS '
Loans: ) o " L .
Commercial and financial . ... $ 77,446 $ 7341 = 9.48%$ 56,551 § 4,688 8.29% $1,911 § 742
, Realestate . .............. 140465 10,340 7.36 89,433 6,303 7.05 3,745 292
Consumer and other . ....... 16,620 1,683 10.13 14,238 1,398 982 240 45
Total joans . . . .. SR, NN 234,531 19,364 . 826 160,222 12,389 773 5896 1,079
“Federal funds sold ............ 1,140 58 509 5350 164 3.06 (175 .. 69
Interest-bearing deposits’in ) - :
financial institutions . ......, . 1782 72 404 849 15 L.77 26 30
Investment securities. . ... ... .. 32,504 1375 423 34816 1,227 3.52 (86), 234
Total earning assets . ......... 269,957 20,869 . 7.73 201,237 13,795 686 5661. 1413
Cash and due from banks . ... .. 6,305 8,756 :
Premises and equipment . ... ... . +2,948 2,942
Other real estate owned . ...... C p —_ - )
Accrued interest and other - e
O ASSELS L. 2,301 . 3901
Allowance for loan losses . . .. .. (2,408) (1,937
Total assets. . ............... $285,603 $214,899 .
LIABILITIES .
Interest-bearing deposits:
Demand deposits. . ......... 12,427 172 1.38 12,529 21 017 — 151
" Savings deposits . . ... ... ... 60,392 1,433 2.37 55,299 777 140 77 579
Time deposits ... .. ......... 90,471 4,101 4.53 58,342 1,723 295 1,206 1,172
Total interest-bearing deposits. . /- 163,290 5706 349 126,170 2,521 2.00 1,283 - 1,902
Federal funds purchased .. .. ... - 1,368 75 548 323 15 465 57 3
Federal Home Loan Bank . )
advances. . .......... ... 39,288 1,979 5.04 12,351 © 568 4.60 1352 59
Junior subordinated debt. ... ... 6,188 491 7.93 5,000 345 690 90 56
" Total interest-bearing liabilities . . 210,134 8251 393 143,844 3449 240 2,782 . 2,020
Noninterest-bearing deposits . . .., 55,000 51,576
Accrued interest and other . )
liabilities ................ 1,423 1,937 . ' Y
Total liabilities . . ............ 266,557 . 197,357 -
Stockholders” equity . . ... ..... 19,046 17,542
Tota!l liabilities and stockholders’ - = .
equity .. . . ... e $285,603 $214,899
Interest revenue as a percentage
of average earning assets. . . . . 7.73% - 6.86%
Interest expense as a percentage
of average earning assets. . . .. 3.06% oL 1.71%
Net interest income on a taxable- . _ '
equivalent basis and net
interest margin ... ..... e $12,618 4.67% $10,346 5.14%




Changes in-incomie 'and éxpérse which are not due solely to rate or-voliiine have beerivallécated proportion-
ately. Average loan balances include nonaccrual loans Taxable-equwalent adjustments relate to tax-exempt

mveslment securities ‘and loans

r

Lot Analysns of Average Balances, Net Interest [ncome, and Net Interest Margin
[ T

Years Ended December 31,

Il

o

" 2005 2004 2005 Over 2004
Change-in
Average Yield/  Average Yield/ M
Balance  Interest Rate  Balance Interest Rate Volume - Rate
- e e R iR {In thousands) - ’
}_XSSETS i ’:'; “- rl‘ ’ J . 3§ i, e e .,
Loans: 7 -. - ’ . e : ot
‘Commercial and financial .., . ... .... :$ 56,551 $ 4688, 829% $ 62,706 § 4,504 7.18% § (469) $'-653
"Realestate @ . ... n ... 00, ... e 89.433: 6,303 7.05 66,352 . 4456 672 . 1,617 .+ 230
Consumerandother . .. ... .......... 14,238 1,398 9.82 13,170 1,295 :9.83 2105 - (@D
Total loans . . . .. .. O S VILo160222 12389 772 142228 10255 721 1253 ¢ 88
Federal funds sold . . .% . . .. P, 5350 164 3060 3564 44 124 " 30" 90
Interest-bearing deposits in f‘nancna[ T I .
institulions . .......... ... ... 849 15 177+« 962 6. 062 A1) 10
Investment securities . . ........... . 34,816 1,227  3.52 - ., 35.575 1,118. 3.14 - | (26) 135
Total earning assets . . .. ... ....vvvun.. 201,237 13,795 6.86 182,329 11,423 626 - 1,256 1,116
Cash and due from banks. . ............ 8,756 7,500 ot ceo
Premises and equipment. . .. .. ... L. 2,942 3402
Other real estate owned . .. ., . ... ..., .- 330
Accrued interest and other assets. . ... ... . - 3,90t 2,220 Lt
Allowance for loan losses. . ... ......... (1,937) T {1,677
Total assels: . . oo vv ot $214,899 $194,104 !
o
LIABILITIES " ' ! :
Interest-bearing deposits: . : : e . . EEERN
"Demand deposits . L. ... L. 12529- 21 017 - 1,133 12 011 -2 7
. Savings.deposits . .... ... P . 35299 Ti7 140 0 497384 ;469 095 ¢ 62, 246
Time deposits . ...W% . T L. . 58,342 1,723 295 - 48953 972 . 1.99 212 1., 539
Total interest-bearing deposits. . . .. ... ... 126,170 2,521 2.00 109,470 1,453 7 .33 276 792
Federal funds purchased. . ..... et 323 15 465 L7155 - 14 083 19y - 20
Federal Home Loan Bank advances. . ... . 12,351 568 4.60. 12,663 541 4277 - (14y ¢ 4|
Junior subordinated debt. ., . | PP < 5,000 » 345 690 ¢ . 5000 - .253 5.06 — 92
Total interest-bearing liabilitics . ... ... ... 143,844 3449 240 ' 128848  2261° 175 2437 945
Noninterest-bearing deposits . . .. .. ...... 51,576 46,323 - g "
Accrued interest and other liabilities . . . . . . 1,937 2,024
Total Jiabilities ................ oo 197357 " 8177195 :
Stockholders’ equity - .. .............. . 17.542 16,909 '
Total liabilities and stockholders’ equity . ... $214.899 : (‘$|94.104 o : e .‘ .
Interest revenue as a percentage of average St _ -
€arning assels . ... ................ ) 6.86% Tt 6.26% Tt
Interest expense as'a ﬁérbenlagc of average ; : St -
CAMINE ASSELS . . L i v et e e e 1.71% "1.24% e
Net interest income on a taxable- equivalent d _ . . ot
basis and net interest margin . ... ... ... $10,346 5.14% ‘$9,162 15.02% . - s




*-Changes in income and expense which dre not due solely to rate or volume have been allocated proportion-
ately. Average loan balances include nonaccrual loans. Taxable-équivalent -adjustnients relate to tax-exempt
investment securities and loans. ’ o e a0

Yields on certain asset categories and the net interest margin of the Company and its banking subsidiaries are
reviewed on a fully taxable-equivalent basis (“FTE"). In this non-GAAP presentation, net interest income is
adjusted to reflect tax-exempt interest income on an equivalent before-tax basis. This measure ensures compa-
rability of net interest income arising-from both taxable and tax-exempt sources: The following table shows the
reconciliation between net interest income and the taxable-equivalent net interest income as of December 31, 2006,
December 31, 2005, and December 31, 2004 - :

. December 31, .
2006 2005 2004
{In lhousand.;s)

k1

. ' '

Net Interest Margin

Interest income (GAAP) . . -« vvre e $ 20,786 $ 13712 ' $ 11,363
+ Taxable-equivalent adjustment: o LR ' . ..
Loans........ R e R _ 12 18 12
Investments . ......... [ PO e T, .65 48
Interest-income — FTE . . .. .. ... .00 et T . 20,869 . 13,795 11;423
" Interest éxpense (GAAP) ... ... PP U LA 8251 3,449 0261
' Net interest income — FTE. e 8 2618 $ 10346 $ 9,162
' Net interest income — (GAAP) ... .. e LL'$ 12535 $10263 % 9,102
Average interest earning assets ... ....... .. e $269957 $201,237  $182,329
Net interest margin (GAAP) .. .. .. e STl 464% ¢ 500%  499%
Net interest margin— FTE . ... ...... o : 4.67% 504% © 5.02%

h
. . N . |'_
Provision and Allowance for Loan Losses

The provision for loan losses was $810,000 in 2006 compared 10 $4723,000 and $321,000 for 2005 and 2004,
respectively. At December 31, 2006, the allowance for loan losses was $2.784,000, or 0.95 percent of total loans,
compared with $2,056,000 or 1.09 percent of total loans December 31, 2005. At December 31, 2005, the allowance
for loan losses was $2,056,000, compared to $1,887,000, or 1.18 percent of total toans at December 31, 2004.
Nonperforming loans (nonaccrual loans and loans over 90 days past due) to total loans at the end of 2006 were
0.17 percent compared to 0.61 percent at December 31, 2005 and 0.14 percent at Dggember 31, 2004,

“The increase in the provision for loan losses in 2006 resulted largely from-an increase in the absolute level of
credit risk inherent in the Bank’s loan portfolio. Higher overall loan volumes. in 2006 compared with 2005
contributed to the increase, while lower loan ‘charge-offs and a decrease in total impaired loans served to reduce the
amount 6f the increase.. The increase was further mitigated by a change in the Bank’s portfolio mix. The'total
volume of real estate secured loans, a-toan type that has historically resulted in low loss rates for the Bank, rose

during the year, both in absolute dollars'and relative to the size of.the loan portfolio. *
3 . -

.. 'l:he ratio of the allowance for l.o‘}n losses to total loans at December 31, 2006 was O.'95 percént asllcompared
with 1.09 percent at year-end 2005. The ratio of the allowance for loan losses to total loans at December 31, 2006
was']owcr than year:end 2005_primari,]y due tq the a lowgr.levell‘of impaired loans and a change i_h the Bank’s
portfolio mix to greater emphasis on loans with lower historical loss, experience rates.

The increase in the provision'fof-l'oan Josses in 2005 as comparéd to 2004 resulted largely from’an increase in
loan charge-offs, an increase in nonperforming loans, and changes in loan portfolio composition, as well s an
iricrease in loans. The ratio of the allowance for loan losses to totdl loans at December 31, 2005 was lower than year-
end 2004 primarily because of highér crédit quality of new loans, including $13,882,000 of residential real eslate
loans purchased in the fourth quarter of 2005. ' T
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Management evaluates the adequacy of the allowance on a quarterly basis after consideration of a number of
factors, including the volume and composition of the loan portfolio, potential impairment of individual loans,
concentrations of credit, past loss experience, current delinquencies, information about specific borrowers, current
economic condmons and other factors.

The Company conSLders the allowance for loan losses adequate to cover probableincurred losses however, no
assurance can be given that actual losses will not exceed estimated amounts. In addition, changes in factors such as
regional economic conditions and the financial strength of commercial and individual borrowers may require
changes'in the level of the allowance, cause increases in problem assets, delinquencies and losses on loans, and
result in fluctuations in reported earnings.

_ An analysis of the changes in the allowance for loan losses, including provisions, recoveries, and loans charged
off is preécnted in Note 5, “Allowance for Loan Losses” to the consolidated financial statements,

Noninterest Income
Noninterest income in 2006, 2005 and 2004 totaled $1,828,000, $1,693,000 and $1,709,000, respectively.

The increase of 7.97 percent in 2006 as compared to 2005 was primarily due to an increase in net earnings on
bank-owned life insurance. Net earnings on bank owned life insurance increased for 2006 as compared to 2005 by
$136,000 as the Company recognized income on this asset for a full year in 2006 as compared 10 a partial year in
2005. Other commissions and fees also increased noninterest income approximately $13,000 due to a tise in
investment service commission income. This increase in noninterest income was partially offset by a decrease in
service charges on deposit accounts of approximately $12,000 due to a change in the Company’s ACH policy. The
Company changed its ACH policy in 2005 to meet the needs of its ACH customers and position itself to attract new
ACH customers.

The decrease of 0.94 percent in 2005 was primarily due to a decrease in service charges on deposit accounts,
offset by an increase in net earnings on bank-owned life insurance and other noninterest income. In August 20085,
the Bank purchased life insurance on certain employees of the Bank, which provides $5,000,000 in cash surrender
value to the Bank. Increases in cash surrender value of the policies will be used to fund future employee benefit plan
expense. :

Noninterest Expense

The Company’s total noninterest expense for 2006 2005 and 2004 was $I0 950,000, $10,150, 000 .and
$8,602,000, respectively.: -.

Noninterest expense increased $800,000 or 7.88 percent in 2006. This increase is primarily attributable to a
rise in salaries and employee benefits expense of $688,000 as the Company added staffing due to growth and branch
expansions in 2005. The increase in salaries and employee benefits is also attributable to the implementation of
SFAS 123(R) which resulted in additional compensation expense of $123,000 in.2006, See Note 1 “Summary of
Significant Accounting Policies” and Note 11 “Stock Option Plan” for further discussion of SFAS 123(R).
Qccupancy and equipment expense rose $114,000 due to the increased rent and depreciation expense as a result of
the opening of the Third & Seneca branch, which opened in July 2005. Data processing expense and state revenue
and sales tax expense increased by $88,000 and $52,000, respectively, for year ended 2006 as compared to 2005.
The increase in these expenses was dlI’ECﬂ)’ tied into the growth of the Company along with increased revenues in
2006 as compared to 2005. The increase ih other outside service fees of $45,000 from 2005 to 2006 was primarily
due to the outsourcing of customer statement pnmmg in April 2005, as the Company recognized expense for a full
year in 2006 as compared to a partial year in 2005. These increases were partially offset by decline in professional
fees of $73,000 and decline in other expense for $154,000 for year-ended 2006 as compared to year-ended 2003, as
in 2005 the Company incurred additional costs for a state audit and engaged outside consultants to assist_in
complying with Section 404 of the Sarbanes-Oxley Act of 2002, which, at the time, the Company believed would
apply in 2006. The Company expects the cost of complying with Section 404 of Sarbanes-Oxley to increase again in
the year it applies. :
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... Noninterest expense increased $1,548,000 or:18.00 percent in 2005: The change in this category was primarily
due to an increase of $945,000 due primarily to costs associated with-the opening of iwo new offices and increased
salaries and benefits expense. ., 4, s )

1 : o Sy o
- Pt -f'u.w. T
"Income tax Expense B R

In¢ome tax expense for the 2006 was ‘$784,000 compared to $417,000 for 2005; an increase of $367,000 ot

88.01 percent. The increase in income tax expense was due to the increase in income before income taxes in 2006 as
compared to 2005. The effective tax rate for 2006 was 30.11 percent as compared t0,30.15 percent for.2005. The . -
slight decrease in the effective tax rate is due primarily to the income received from non-taxable bank owned life
insurance. .

LT, I AR P
:

Income tax expense for the 2005 was $417,000 compared to $606,000 for the same period of 2005, a decrease
of $189,000 or 31.19 percent. The decline in the income tax expense was due to decrease iivincome before income
taxes in 2005 as compared to 2004. The effective tax rate for 2005 was 30.15 percent as compared to 32.10 percent
for 2005. The decrease in the effective tax rate is due primarily to the income received from non-taxable bank owned
life insurance. , , C . A e ’

Review of Finz-mcial Con&ition ’ _ ‘ .

Total assets increased 37.85 percent in 2006 to $343,520,000, sécufities decreased ]l.'98"perce'l'i’f to
$29,531,000, loans increased 54.58 percent to $292,449,000; and deposits increased 28.29. percent to $256,435,000.
. . . ‘ - - u - 1

[ . ” L N Vo M peor T i e
Analysis of Securities

The components of the investment portfolio were as follows at December 31:

. e crent et e ey L 20M
Ao $ v 0w o . D Carrying. ' Carrying Carrying ~ -
c o CL .y ar sy ow Value. . Value _ Value -
. . (In thousands)
US. agencies .. - oot ..‘.f.'."f’ $ 44788 7394 '$ 8,004
.- R g fre o m i ) ST " sty Pt v +
State and political subdivisions . .. .. R s 4,142 4,454 3,555
USM Ultra Short Mortgage Fund . . . ... ... ... ... . ... e 14793 14,823, 14,832
Mortgage-backed securities and collateralized mortgage.. . :
obligations.~:~. .5 .. ... N R 4,567 - 5461 1,367
Feqeral Home Loan Bank stock .. ..... g e e 1,551_ 17418. .o 1412
Total . ..... R RRE $29,531° $33,550 $35.170
+ £ i ' oot ot ! o

The securities portfolio decreased $4,019,000 from December 31, 2005 to December 31, 2006. The decrease
resulted primarily from $4,186,000 in proceeds from sales, maturities, and principal payments on securities, slightly
offset by purchases of securities totaling $133,000. ’ '

1 ' .
LU . b .

In May 2005, the Federal Home Loan Bank of Seattle (“FHLB") suspended payment of dividends when, due to
declining income, FHLB entered into a written agreement with its regulator, the Federal Housing Finance Board
(“FHFB”). The written agreement called for a sigpiﬁcant.lrap;;itig_r') in FHLB’s business model and an indefimite
suspension of dividend payments. In December 2006, the FHFB approved FHLB of Seattle’s request to resume cash
payment of quarterly dividends. : : e '

T I PR PN I S AR R T N S

,The securities portfolio-decreased $1,620,000 from December 31; 2004 to December,31, 2005. The decrease
resulted primarily, from $2,368,000 in proceeds from sales, maturities, arid,pljincipal payments op‘s.ecurilies, offset
by purchases of securities totaling $1,125000: 5. e, cgig vt B Lt a0 :
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The following table sets forth the maturities of securities at December 31, 2006. Taxable equwalem values are
used in calculatmg yields assuming a tax rate of 34 percent.-» ¢+ . . ' '

After 1 Yet;r After 5 Years “Total and
But Within But Within After Weighted
Within 1 Year/ S Years/ 10 Years/ 10 Years/ Average
Yield Yield Yield Yield Yield
(In thousands, carrying value) -
U.S. agencies. . . .. e A - $ 1,983 . $2,495 <% — .. — $ 4,478 .
.- . . c o ©3.05% 4.90% . a0 — - — 4.08%
" State and political subdivisions. .. ... ... - T 796 '2,555 ¢ v 791 K - 4,142
o : o a51% T T 4%9% 531% - 4.40%
USM Ultra Short Mortgage Fund* . .. . . .. 14,793 — = — 14,793
R ’ : -, 4.96% .= e — — . 4.96%
Mortgage-backed securities and : ' R . '
collateralized mortgage obligations . . ... . —_em — 231 .. 4,336 - 4,567
C . —_ e — 5.67% 430%  4.37%
Federal Home Loan Bank stock* ... ... .! 1,551 —_ — —— 1,551

Total ... ... $19,123 $5,050 $1,022 34,336 $29,531

* Securities without a stated maturity,

For more information and analysis regarding securities-see the preceding discussion of Critical Accounting
Policies, Temporary Decline in the Fair Value of Securities on page 16 and Note 3 to the consolidated financial
statements.

Loans . ] - .
At December 31, 2006, loans totaled $292,449,000, compared to $189,188,000 at December 31, 2005, an
increase. of $103,261,000 or 54.58 percent over December 31, 2005. At December 31, 2006, the Bank had

$189,758,000 in loans secured by real estate, compared to $112,050,000 at December 31, 2005.

The following tables set out the composition of the types of loans, the ailocation of the allowance for loan
losses, and the analysis of the allowance for loan losses for the years ended December 31:

Types of Loans.

! 2006 2005 - T 2004 2003 ¢ 2002
' (In thousands) . :
Commercial . ... ................ $ 85067 $ 61921 §$ 55563 $ 53,770 $ 47,603
Real’ estate: L . _
Commercial . .. ............... 118,070 76,902 67,165 48,963 42,497
Construction. . . . . . . eeeeioo. 34813 6953 11,538 10911 -« 5574
Residential 1-4 family* ~........ " 36,875 28,195 11,508 11,971 "' 10,821
Consamer and other . ... .......... 17,624 15,217 13,882 12,853 15014 '
Total .. .. .. e $292,449 $189,188 $159,656 $138,468 ‘$121,509

* Residential 1-4 family mcludes $5 753 000 and $l3 882, 000 of loans purchased from a mortgage broker in 2006
and 2005, respectwely

1 ..
Origination of Loans The lending activities of the Bank are subject to the written underwriting standards and
loan originatioh procedures established by the Board of Directors and management. Loan originations are obtained
through a variety of sources, including-referrals from customers, builders and real estate brokers, along with direct
marketing efforts of the loan officers. Written loan applications and credit analysis'is'performed by the loan officers.
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The loan officers also supervise the procurement of credit reports, appraisals, and other-documentation involved
with a loan, Property valuations are performed by independent outside appraisers. _ L .
o L _ . o e e

The Bank’s loan approval process is intended to assess the borrower’s ability to repay the loan, the viability of
the loan and adequacy of the vatue of any collateral that will secure the loan. Thé Bank’s loan 'policy authorizes
senior vice présidents to dpprove aggregate extensionis of credit up to $500,000 and the President/CEO and the
Chiéf Credit'Officer to approve aggregate extensions of credit up to $1,000,000. Thé Loan Committee, comprised
of board membérs, is authorized to approve extensions of credit over $1,000,000.- o SEENERERE

Cormmercial Loans At December 31, 2006, commercial loans amounted to $85,067,000, or 29 percént of the
‘oan portfolio. Commercial loans generally have a term of up to five years and may have either floating rates tied to
the Bank’s internal base rate or fixed rates of int’grest). Co_mmcrclial,lofans are made to small and medi_gm:sized‘
businesses within the Bank’s market area. A majority of the Bank’s commercial loans are secured by rca}l, estate,
equipment and other corporate assets. The Bank also gencraily obtains personal guarantees frgﬁ?.the principals. of
the borrower. In addition, the Bank may extend loans for a commercial business. purpose which are _securgqpy a
mortgage on the proprietor’s home or business property.

’

:* Commercial Real Estate Loans * The commercial real estate loan portfolio generally consists of loans secured
by office buildings, warehouses, production facilities, and retail stores generally located within the Seattle
metropolitan area.’In addition, the Bank has purchased participation interests in commercial real estateloans
from various financial institutions in the region. Commercial. real estate-loans. amounted to $118,070,000, or
40 percent of the total loan portfolio at December 31, 2006. Participation interest in commercial real estate loans
purchased amountéd to $1,947,000, 0r 1.65 percent of the cqu’nercizill real estate portfolio at December 31, 2006.
Before purchasing such loans, the Bank utilizes the same undefwritihg"s;anjaard' and critéria as it ‘would'if,it had
ofigifiated the loans. ' Lo : o T B

T . I N : '

** The Bank’s commercial réal estate loans typically have a Jodn-to-value ratio 6f 80 percent or fess and generally
have shorter maturities than one-to-four family residential loans. The inaximum term of the Bank’s commercial réal
estate loans is from 5 to 10 years based on up to a 25-year amortization schedule. Most have adjustable rates tied to

“the Seattle Federal I-[ori_‘ne Loan Bank rates, but some have.fixed rates. For each real estate loan, the Bank requires a
title insurance policy, fire and extended coverage casualty insurance, and a flood insurance policy when the property
is in a flood hazard area. _ T ‘ . " : :

g ooma et

Commercial real estate lending is generally considered to have a higher degree of risk than one-to-four family
residential lending. Such lending typically involves large loan balances concentrated in single borrower or groups of
related borrowers for rental or business properties. In addition, the payment experience on toans secured by income-
producing properties is typicaﬂy dependent on the success of the operation of the related project and thus is
typically affected by adverse conditions in the real estate market and in the economy. The Bank typically'attefnpts to
mitigate the risk associated with its real estate lending by, among other things, lending primarily in its market area
and using conforming.loan-to-value ratios in the underwriting process. ) v

The Bank also offers multi-family (over four units) residential loans. The muiti-family residential mortgage
loans are underwritten on substantially the same basis as its commercial real estate lons, with loan-to-value ratios
of up to 80 percent. At December 31, 2006, the Bank had '$13,748,000 in multi-family residential mortgage loans
which amounted to 12 percent of the commercia} real estate portfolio.

Construction Loans  Construction loans amounted to $34,813,000, or 12 percent of the total toan portfolio at
December 31, 2006. The Bank provides construction financing for both single family home builders, and for
commercial construction projects. To mitigate the higher risk factors associated with construction financing, the
Bank typically underwrites loans with conservative loan-to-value ratios, with maximum loan-to-value ratios of
80 percent and maximum loan-to-construction cost ratios of 90 percent. All construction loan advances are subject
to inspection requirements of a third party construction monitoring expert. Construction lending is limited to
expefienced developers and contractors, and all loans have recourse to the ownership group. Construction loans are
typically variable rate loans, with short 12-18 month maturities, with identified take-out financing. '
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" Oneto-Four Family Residential Real'Estate Loans  The Bank originates a limited number of loans secured
by one-to-four family residences to commercial clients of the bank. As of December 31, 2006, $36,875,000, or
13 percent of the total portfolio, before net items, consrsted of one—to—four famtly resrdentral loans
RN i i . o ' E e

. ,‘For resrdenual real estate Iendmg, loan- to-value rauo matunty, ‘and other pr0v151ons of the loans made by the
Bank generally | have reflected the policy of making less than the maximum loan permissible’ under applrcable
regulauons in accordance with sound lending practices, market conditions, and underwriting standards established
by the Bank. The Bank's present lendmg policies on one-to-four. family residential mortgage loans generally limit
the maximum loan-to-value ratio to 80 percent of the lesser of the apprarsed value or purchase price of the property.
Residential morigage loans are amortized on a monthly basis with principal and interest due each month. The loans
generally include, “due-on-sale” clauses.. = -

L o

Under the'lénding policy of the Bank, a utle insurance policy must be obtained for each real estate loan. Thé
Bank also’ requ1res fire and extended coverage casualty insurance, in order to protect the propertres securing its real

estate I6ahs: Borrowers must also obtain flood insurance policies' when the property is in a flood hazard area as

desighated by the Department of Housing-and Urban Development b '
..,

Consumer Loans  The Bank originates consumer loans in order to provrde a full range of fi nanclal services to
its customers-and because:such;loans generally have.shorter terms and higher interest ratés than residential
mortgage loans. At December 31, 2006, the Bank had $17,624,000 in consumer loan debt, or 6 percent of the Bank’s
total loan portfolio. The consumer loans offered: by the Bank include home equity loans, automobile loans, and a
small aggregate amount of unsecured lines. of credit. C T A L S ,.!

Collecnons The Bank matls delmquency notices to borrowers when a borrower fails to make a requrred
payment within [5 days of the date due. Additional notices are sent out when a loan becomes 30 days or 60 days past
due. Ifa loan becommes 90 days past due the Bank general]y mails a notice 1nd1cat1ng that the Bank may, refer it an
attorney within 30 days to commence foreclosure. In most cases, deficiencies are cured promptly. While the Bank
generally prefers to work with borrowers to resolve such, problems, the Bank will institute foreclosure or other
collecuon proceedmgs when necessary to minimize any potentral loss.

' 1 Lo [

. Nonacérual Loans - Loans are placed on nonaccrual status when management belicves the probability’ of
collection ‘of intérest-is insufficient to warrant’ further- accrual. When a”loan-is- placed ‘on nonaccrual status,
previously accrued but unpaid interest is deducted from'interest income. As-a matter of policy, the Bank generally
discontinues the accrual of interest income when the loan becomes 90 days past due as to principal or interest:

_1The.following table shows the amounts maturing or repricing as of December 31, 2006:

R S I A - + Within . - 1-5 b 1 After
Ch e ) . i ; 1 Year . Years 5 Years Total
. ,|' - .. , ) s , . (lnlhousands) . A
Comlnerr:lal R . Lol 858669 $30409 8 5989 ,,$ 85067,
.. “Real estate: . RIS ‘ Tt T
Commercial . ....................... 0. 39090 57268 21612 ¢ 118070
ConstrzCtion . . . v .ot i e e e 33,107 1 706 — 34,813
*< " 'Residedtial 1 4fam11y ............. L ‘10 523 "10245 16,007 36875
" Consumer and other ;.. .. ........... o 12473 4,294 857 17,624 -
Total oo A  $153.962 - $93.922 $44,565  $292,449 -

N

' 'Ldans maturing-by fixed or variable rates after one year: s e
B .. o , + L . . . ' . A . .
: 1-5  After “

. e Cor o . l T ! _ Years ©~ ° 5 Years * .-
(N it L. o . o s , L - (In thousands) .
Fixedrates . om0l i e e i e e $32,020 § 39,841 .

" Variable rates ;...\ ... .. .. .. el e s 34,123 _ 74419
‘ L . 366,143 $114.260




Allocation of the Allowance for Loan Losses

i Inthe followmg table, the allowance for loan losses has been allocated among major loan categories based ona
number of factors including quality, volume, current economic outlook and other business considerations for the
years ended December 31:

e %o of % of
% of Loans Loans Loans % of Loans % of Loans
in Each in Each in Each in Each ~ in Ench
2006 Category 2005 Category 2004  Category 2003 Category 2002 Category
Allocated 1o Total  Allocated to Total Allocated to Total Alocated to Total  Allocated  to Total

Amount Loans Amount Loans Amount Loans Amount Loans Amount Loans
) {In thousands}
Commercial .. ... .. %8 919 20§ 987 33 %1000 35 $ 885 39 $1,024 39
Real estate; . ' .
Commercial. .. ..... 1,120 40 651 40 568 @ 42 436 35 . 423 35
Construction . .. .... 440- 12 72 4 117 7 110 8 59 . 35
_Residential 1-4 ” .
family . ..... Voo. 36 13, 106 15 1l 7 -9 9 28 9
Consumer and other. ... _ 269 6 240 8 191 9 196 9 156 12
Total. . ............. $2,784 100 $2,056 100 $1,887 100 $1,636 100 $1,6%0 100
% of loan portfolio . . . . 0.95% 1.09% 1.18% _L18% 1.39%

This allocation of the allowance for loan losses should not be interpreted as an indication that charge-offs will occur
in these amounts or propomons or that the allocation indicates future charge- -off trends. Furthermore, the portion
allocated to each category is not the total amount available for future losses that mlght occur within each category.

Analys:s of the Allowance for Loan Losses -

The following table summarizes transactions in the allowance for loan losses and details the charge-offs,
-recoveries, and net loan losses by loan category for the years ended December 31: )

V.oo2006 - 2005 2004 2003 2002
: . “ : -7, ’ (In thousands) :

Beginning balance ............ ... .. e oo... $2,056  $1,887 81,6360 $1,690° $1,498
Chargé-offs: - s e oo - : e
Commercial ....~....... e P 88 252 24 81 108
Real estate: o '

Commercial ... .....coveiurenrenieenn. e — 1 — — 20 -

CONSUUCHION © « v v e v e e et e et e e e — — — S —

* Residential 1-4' family . .. ... Tl v L — 184 —

Consumer arid other . ..\ .. ... ... .. .... S e © 30 4] 146 - 67 63
Total charge-offs. . . . . PR Lol ns 204 170 332 191
Recoveries: «+ . . . R : ) : . =
Commercial .. ....%. ... o T, L - 28 26 ., 87T - 17 22
Real estate: . S . oo . .

Commercial .............. SR e e — — ., = 20 - —_

Construction . . . ... . .. e e — — - - 1

Residential 1-4 family . ... ...... ... .. ... oot — — — 8 —
Consumer and other . ... ... ..ot 8 14 13 — 30
TOtal TECOVEMIES . . - -« vevevee v oee e eenee e e 36 40 100 45 53
Net charge-offsl(recoverles) ..... e 82 254 70 287 138
ProVISION .. .vvvvreeieiiene s P 810 423 321 233 330
Ending balance. . ... ... it $2,784 $2.056 $1,887 $1,636 §$1,690

Ratio of net charge-offs to average loans ohts[anding ...... 003% 0.16% 005% 024% 0.11%
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Nonperforming Loans and Assets . : o ey

The following table‘sets forth the amounts:and- categones of non-performing loans and assets for-the years
ended December 31: .« b oo Iy c . ) o . e
2006 2005 ‘2004 T 2003 2002

(In thousands)

fi Lt

Nonac'cruing. loans: ‘ o .
Commercial . ... ... ... e e $ 44 $ 37 $182 $ 12 $309

Real Estate .. ............ RS SR T ‘3437 66l — — 462
Consumer « oo op e e 79 .37 31 — .1
Total()) . .o e 466 735 213 112 772
Accruing loans delinquent 90 days or more: ‘ o a CT
Commercial . .......... .0 ... ... ... ..... . - — 401 5 464 15
Real Estate ............ e RERERERE RRERERR - = — ‘ — —
Consumer ....... e e e e 31 13 — _67 12
Total ........ 34 s s
Total non- performmg loans, ............ [ o 497 1, ]49 218 B 643 ; "{'9,9
Otherrealestate owned . .. . ... 0. . . .. ... e — — 2,659 —
Total non-performing assets . ..t v ...’ dume o vvn i .. 54974, .$1,149 . -$218  $3,302  $799
Total ‘norﬁ_-pc:"formi',ng loans ‘:1'5 a-pf;rcq'ntage',éf loans E :. O.IA'I’S"%';_1 0.61% ,0.-]4('70 0.46% 0.66%
Total -non—performing assets as a percentage of assets .. ... .. (L14% 0.46% " 0.10% - 1.7Q% 0.47%

. .
ot AL . PP . ot

(1) If intefest on these nonaccruing loans had been recognized, such income wquld have been $50,000, $29 000,
$9.000, $9,000, and $68, 000 for. 2006, 2005 2004 2003, and 2002. '

‘At December 31, 2003, other real estate-owned consisted of one residential real estate property acquired
through foreclosure in December 2003. Upon foreclosure, the Bank charged off a portion of the non-performing
loan secured by the forgclosed property and transferred the remaining balance to other real estate owned. The
property was recorded at the lower of cost or realizable value, based on a third party appraisal less estimated selling
costs. N _ . S

‘ The decrease in other real estale owned at December 31, 2004 resulted from the salc of foreclosed: property n
May 2004 ;

There.were no commitments for additional funds related to the loans noted above. At December 31, 2006, there
were no po{entia] problem loans that are not now disclosed where known information causes management to have
serious doubts as to the ablhty of the borrower to comply wnh present loan repayment terms.

Pt
o

Nonperformmg loans inciude nonaccrual loans and accruing loans delinquent 90 days or more. Loans are
generaily placed on nonaccrual status when the loan is 90 days or more past due as to principal and interest, unless
the loan is well-secured and in the process of coltection. If management believes that collection is doubtful after
considering relevant conditions, accrual of interest is discontinued immediately.
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Deposits - v

The average daily amount of deposits and rates paid on interest bearing deposits is summarized for the periods
indicated in the following table: ‘ .

4

2006 ' 2005 2004
. Amount Rate Armount Rate Amount Rate
' (In thousands) :
DEPOSITS L Co
Noninterest bearing demand ................ $ 55,000 0.00%.% 51,576 0.00% $ 46323 0.00%
Interest béaring demand. .............. .. .. © 12,427 1.38 12,529 0.17 11,133 0.11
Savings deposits .. ... ..o a e 60,392 237 55,299 140 49384 095
Time deposits: : ' ' ! '
Certificate of deposit, under $100,000 .. ... .. 24,996 448 23,861 2.79 22,369 208
Certificate of deposit, over $100,000 ... ... .. © 45957 432 17970 274 13,184 2.14
Public Funds R e ‘ 19,518 - 5.09 16,511 ,3.41 13,400 1.66
Total time deposits . ...... R, e 90,471 « 4.53% 58,342 295% _ 48,953 -1.98%
Total............... P Looento. $218290 $177,746 $155.793 B

Maturities of time certificates of deposits of $100.,000 or more outstanding as of December 31, 2006 are
summarized‘as follows: oo e CL . .

' ‘ " Am(ﬁ'.ml
! ¢ . ) " (In thousands)
3 ‘months or less ‘ ............. SN T$33443
Over 3 months through 6 months . . .. . ................ s . 14,521
Over 6 months through 12 months.. .. ... ... L e e, e 24046 -,
Over12months., . ........0...... e e 19,706

Total ......... I UUURU I SO ... $91716

Borrowings

The following tables set forth certain information with 'fespécl to fedqfal funds purchlas'ed and FHLB advances
for the periods indicated:

Federal Funds Purchased . - e December 31, 2006, ' December 31, 2005 December 31, 2004
! : : (In thousands)

Balance atendof year. .. ............. $ — $ — 5§ —

Weighted average interest rate at end of -

VEAT. . oottt — — ‘ —
‘Maximum amount outstanding. . ... .. ... 2370 _ 3,020 ' 3212
Average amount outstanding(1) ... . ..... .. , 1,368 323 . 1,715
Weighted average interest rate during the .« - . » . ' L

year. ... ... ... A 548% . 4.65% 0.83%

i o ! v
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FHLB Advances December 31, 2006 . December 31, 2005 December 31, 2004
. ‘ . X . s o ) ,.,(In lhousand|s) . )

Balance atend of year. . . ............. $46,805 $23,849 . $11,067 . . ..
Weighted average interest rate at end of 5 :
year........ e e e T . 5.21% 4.73% 4.50%

Maximum amount outstanding. . ... .. ... 49,644 23,849 17,537
Average amount outstanding(1) ... ... ... 39,288 12,351 12,663 T
Weighted average interest rate dunng the © : N

. Year. ... .. A _ - 5.04% 4.60% | o 427%

{1) Based on average amount outstanding. fo; the month during each year. '

ero#
it

Junior Subordinated Debt (Trust Preferred Securities)

In November 2006, Bancorp formed EvergreenBancorp Statutory Trust I1 (“Trust I1") a statutory trist formed
under the laws of the State of Connecticut. In Novemnber 2006, Trust 11 issued $7 million in trust preferred securities
in a private placement offering. Simultaneously with the issuance of the trust preferred securities by Trust iI,
Bancorp issued junior subordinated debentures to Trust 11. The j junior subordinated debentures are the sole assets of
Trust I1. The junior subordinated debentures and the trust-preferred securities pay distributions and dividends,
respectively, on a quarterly basis, which are included in interest expense. The interest rate payable on the debemures
and the trust preferred securities resets quarterly and is equal to the three-month LIBOR plus 1.70% (7. 06% at
December 31, 2006). The junior subordinated debentures are redeemable at par beginning in December 2011 the
debentures will mature in December 2036, at which time the preferred securities must be redeemed. The Company
has the option to defer interest payments on the subordinated debentures from time to time for a period not to exceed
twenty consecutive quarterly periods. Bancorp has provided a full, irrevocable, and unconditionat ghiarante€ on a
subordinated basis of the obligations of the Trust under the preferred securities as set forth in such guarantee
agreement. .

Under current accounting guidance, FASB Interpretation No. 46, as revised in December 2003, Trust 1 is not
consolidated with the Company. Accordingly, the Company does not report the securities issued by Trust 11 as
liabilities, and instead reports as liabilities the subordinated debentures issued by the Company and hetd by Trust I,
as these are not ellmmated in consol:datlon The Company 8 1nvestment in Ehe common stock of Trust H was
$217,000 and is 'included in Gthef assets.’ '

’ 4.

] i

Bancorp invested $7,000,000 of the proceeds from this trust preferred offering in the Bank, which will use the
funds for current and future growth. The proceeds are considered Tier 1 capital, limited to 25% of Tier 1 capital,
under regulatory guidelines. . TR .

In May 2002, Bancorp formed EvergreenBancorp Capital Trust 1 (“Trust I"') a statutory trust formied under the
laws of the State of Delaware. In May 2002, Trust I issued $5 million in trust preferred securities m a private
placement offering. Simultaneously with the issvance of the trust preferred securities by Trust I, Banicorp issued
junior subordinated debentures to Trust I. The junior subordinated debentures afe thé sble assets of Trust I. The
junior subordinated debentures and the trust preferred securities pay distributions and dividends, respectively, on a
quarterly basis, which are included in interest expense. The interest rate payabie on the debentures and the trust
preferred securities resets quarterly and is equal to the three-month LIBOR plus 3.50% (8.87% at December 31,
2006), provided that this rate cannot exceed 12.0% through June 30, 2007. The debentures will mature in-2032, at
which time the preferred securities must be redeemed. The junior subordinated debentures are callable in May 2007,
at which time the Company intends to call the junior subordinated debentures and concurrent with this redeem the
trust preferred securities issued to the public. Concurrent with this transaction, the Company intends to issue
$5 million in new trust preferred securities. Bancorp has provided a full, irrevocable, and unconditional guarantee
on a subordinated basis of the obligations of the Trust under the preferred securities as set forth in such guarantee
agreement. Debt issuance costs totaling $209,000 were capitalized related to the offering and are being amortized
over the estimated life of the junior subordinated debentures.
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.+ Prior 10,2003, Trust | was consolidated in the; Company’s financial statements,'with .the trust.preferred
securities issued by Trust I reported in liabilities as “guaranteed preferred beneficial interests” and the subordinated
debentures eliminated in consolidation. Under current accounting guidance, FASB Interpretation No. 46, as revised
in December 2003, Trust I is not consolidated with the Company. Accordingly, the Company does not report the
securities issued by Trust [ as liabilities, and instead reports as liabilities the subordinated debentures issued by the

.Company and held by Trust I, as these are no longer eliminated in consolidation.

Baneorp mvested $4 800 OOO of the proceeds "from” lhlb trust preferred offerlng in the Bank whrch used the
funds 'to support ns lendlng and other operatrons The proceeds are conqldered Trer 1 caprtal under regulatory
gurdelmes .

T T T

Voo IR R . “ '

Contractua] Obllgatlons and Commttments

wo. 1

In the normal course of busmess to meet the financing needs of its customers, the Company is a party to
financial instruments with off-balance-sheet risk. These financial instruments include cornmitments to extend

credit, lines of ‘credit, and:standby letters: of 'credit. Such-off-balance-sheet items are recognized in the financial -

statements when they ‘are funded or related fees are received. The Company uses the same credit policies in making
commitments and conditional obligations as it does for on-balance sheet instruments. The off-balance-sheef items
do not represent unusual elements of credit risk in excess of the amounts recogmzed in the balance sheets,

o e i '

At December 31, 2006 the Company had comrnumems to cxtend credll and contmgent llablllue% under llnes
of credlt Slandby letters ot credtt and Slmllar arrangemems totaling $84, 530 000 Since many llnes of credit do not
fully disburse, or expire without bemg, drawn upon, the total amount does not neceﬁsanly reflect future cash

FCQLIITCITI{?,I’IIS

"'For additional inforimation regarding off- balance—sheet items, refer to Note 16, “Commitments and Contin-
gencies” to the consolldated ﬁnanctat statements. " 4w e Do o

fovta ¢ LE ST ' B

The foIlowmg table summarizes the Company s 51gn1ﬁcant comractua! obltgauons and commltments at
December 31, 2006: '

‘.

s 2o : S Withine o, - 0t Afer .

. e . " S . 1 Year , s 1-3 Year's“'i 3-5 Years 5 Years, . Total

' ' . o L . . ‘ . (In thousands}) . .
Federal Home Loan Bank advances . . . .. . .. . o '$22620 $1085 $5000 S 9000 $ 46805
Junior. subordinated debt.. ... ... ...l roa — n— = 12,217 . 12,217
Time deposits .. ... Lo Fi e T ,'95',390 . 20,117, - .-4462- 5329  -.120,498
Olberating leases. .. Lt L dne s, 635 - 1,145° ' 905 865 -+ 3,550
Purchase obligations*. . ... .0 . 0 Lo un 143 e 143

Total ... 118,788  $31,447 $10,367 522,611  $183,213

+

* Purchase obligations include approximately $75, 000 to remodel new office space and $68,000 for core processor
-outsourcing.- = - e UL . A A S coa

Pt PR . 1 gt .

For additional discussion of FH LB advances, and jUﬂlOl’ subordmated debt, see Notc 8 “Borrowmgs and J umor'

Subordinated Debt” to the consohdated financ:a] slatements "

tyo. v k} R

Asset/Liability Management

" The prmc1pal objectwes of ﬁ%SCt/]]dblllly management are 1o manage changeq in net 1nterest income and
earnings due to changes in interest rates, Maintain adequate hqu:dlty, and manage capttal adequacy Asset/liability
management encompasses structuring the mix of assets, deposits, ‘and Borrowings (o limit eXposure to interest rate
risk and enhance long -term prot' tdblllty

rat e, X 3 . l I T
0 The followmg discussion and anaiysis addresses managing. liquidity, interest rate risk, and capital resources.
These,elements provide the framework for the Company’s asset/liability management policy. The .asset/liability
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committee consists of the senror management of the Bank and meets at least quarterly to implement policy
gmdelmes e h : . ‘

Liquidity ’ o
Liguidity is deﬁned as the ability to provide sufficient cash to fund operations and meet obligations and

commitments on a timely basis. Through asset and liability management, the Company controls its liquidity

position to ensure that sufficient funds are available to meet the needs of depositors, borrowers, and creditors.

In addition to cash and cash equivalents, asset liquidity is also provided by the available-for-sale securities
portfolio. Liquidity is further enhanced by deposit growth, federal funds purchased borrowings, and planned
maturities and sales of investments and loans. . . \

e . . B § C ok

.+ The Consolidated Statements of Cash Flows provides information on the sources and uses of cash for the years
ended December 31, 2006, 2005, and 2004, As shown in these statements, the Company’s largest cash-flows relate
to both investing and financing activities. .

In the past year, the primary investing and financing activities that have required the greatest use of cash
include lending and loan originations, and répaymen'ts of advances from FHLB. The primary sources of cash flows
have been growth in deposits, proceeds from Federal Home Loan Bank #dvances, proceeds from the issuance of
trust preferred securities, and proceeds from an’equity offering of stock.

In 2005, the primary investing and financing activities that have required the greatest use of cash include
lending, purchases of loans, and a purchase of bank owned life insurance. The primary sources of cash flows have
been growth in deposits, proceeds from Federal Home Loan Bank advances and proceeds from paydowns and
matutitiés' of securities availablé for'sale.: I '

In 2004, the primary investing and financing activities that have required the greatest use of cash include
lending and the repayment of Federal Home Loan Bank advances. The primary sources of cash flows have been
growth in deposits, and sales, maturities, and principal paydowns on securities available for sale.

The Bank has a credit line through the Federal Home Loan Bank for properly collateralized borrowings up to
30% of the Bank’s total assets. Based on this collateral and the Company’s holdings of FHLB stock, the Company is
eligible to borrow up to $95,600,000 at year-end 2006. In addition, the Bank has approved credit lines with
correspondent banks for overnight funds credit facilities aggregating $21,500,000._ .

1

Interest Rate Risk
* . i " B v v : ' !

The Company’s profitability depends largely upon its net interest income, which is the difference between
interest earned on assets, primarily loans and investments, and the interest expense incurred on its liabilities, largely
deposits and borrowings. Interest rate risk is the variation in ‘bank performance introduced by changes in interest
rates over time. The Company’s objective in managing interest rate risk is to minimize the impact on net income due
1o significant changes in interest rates.

~ The Company monitors interest rate risk by monlhly reports that highlight the level, trend, and composition of
net interest income and net interest margin, by quarterly reports matchmg rate-sensitive assets to rate;sensitive
Ilabllmcs ~and by reports of interest rate sensitivity through net interest income analysis: ’

Net interest income analysis is the primary tcol used by management to ass'css the direction and magnitude of
changes in net interest income resulting from changes in interest rates. This method of analysis assesses overall
interést rate sensitivity by modeling the impact on net interest income from sudden and sustained. increases and
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decreases-in market interest-rates, The following table, presents a summary of the potential changes in net interest
income over a.one.year time horizon resulting from immediate and sustained changes in market interest rates.

Net Interest Inconie Analysis {in"thousands; raté changes in basis points (bp) = 17100 of 1%): ~" " *

EY, N N oA LT . .H D ' L 1art December 31, 200'6-
B Co : e e ¢ "ML . Dollar  Percent’
.. Immediate Rate Change, " ; - , N oyt i majg . Change .Change

+200bp. ... FP $2,283 21.18% "

#100bp. .. ... . LI57 1074
+50bp. .. .... T s19 o s
—S0bp... ot . LA T (642) (5.95)
SA00bp. L T (1,283) (11.90)
~2000P. .« s e (2,606) (24.18)

' ' December 31, 2005

. Dollar Percent

Immediate Rate Change . E‘l"_’lﬁ'ﬁ Change
200DD. L $252 231%

+100bp. . . ...... U 94  0.86

H50BD L R SR 47 043
0D . e (122)  (1.11)
—100bp. . ..., T (243) (222
200D, e (750)  (6.87)

The tables above reflect the effect of interest rate changes on the Company’s net interest income. At
December 31, 2006, the top table indicates that the effect of an immediate 100 basis point increase in interest
rates would increase ‘the Company’s net interest income by 10.74 percent or approximately $1,157,000. An
immediate 100 basis point decrease in rates indicates a potential reduction of net interest income by 11.90 percent or
approximately $1,283,000. For comparison purposes, the bottom table presents the rate risk profile as of
December 31, 2005.

While net interest income or “rate shock™ analysis is a useful tool to assess interest rate risk, the methodology
has inherent limitations. For example, certain assets and liabilities may have similar maturities or periods to
repricing, but may react in different degrees to changes in market interest rates. Prepayment and early withdrawal
levels could vary significantly from assumptions made in calculating the tables. In addition, the ability of borrowers
to service their debt may decrease in the event of significant interest rate increases. Finally, actual results may vary
as management may not adjust rates equally as general levels of interest rates rise or fall.

The Company does not use interest rate risk management products, such as interest rate swaps, hedges, or
derivatives.

Capital Resources

Stockholders’ equity on December 31, 2006 was $23,819,000, compared to $17,736,000 at December 31,
2005, an increase of $6,083,000 or 34.30 percent. The Company reduced beginning stockholder’s equity by $51,000
as a result of a cumulative affect adjustment for the adoption of SAB 108. Current earnings were $1,819,000 and the
four quarterly dividends paid totaled $502,000. The change in unrealized losses on securities available-for-sale, net
of deferred taxes, also increased the total stockholders’ equity by $50,000 during 2006, while the cumulative affect
adjustment for adoption of SFAS No. 158 reduced stockholders’ equity by $357,000. The Company also raised
$4.547,000, net of offering costs, through a secondary offering of stock 1o support current and future growth, A
Trust Preferred stock offering was completed in November 2006 adding capital of $7,000,000 to the Bank.

For additional discussion of the adoption of SAB 108 and SFAS 158, see Note | “Summary of Significant
Accounting Policies™ of the consolidated financial statements.
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At December 31,:2006, the Company had total “risk-based capital” of $39,_310,000 as compared to .
$24.997,000 at December-31, 2005. See Note 18 “Regulatory Capital Requirements” to the consolidated financial
statements for additional information on risk-based capital and other regulated capital ratios.

Management has tssued no material commitments for major capital expenditures and knows of no trends or
uncertainties, favorable or unfavorable, other than increased competition that would materially impact capital
resources. Adequate reserves are maintained to provide for loan losses. The principal source of capital is undivided
profits. - :

Item 7A. Quantitative and Qualitative Disclosures About Market Risk ~

The discussion relating to quantitative and qualitative disclosures about market risk is included in Item 7
above, specifically in the sections titled “Interest Rate Risk™ and “Net Interest Income Analysis.”
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Item 8. Financial Statements and Supplementary Data ) L

.

The following audited consolidated financial statements and related documents are set forth below on the
pages indicated;
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A\ Crowe

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and
Stockholders of EvergreenBancorp, Inc.

" We have audited the accompanying consolidated balance sheets of EvergreenBancorp, Inc. as of December 31,
2006 and 20035, and the related consolidated statements of income, stockholders’ equity, comprehensive income,
and cash flows for each of the three years in the period ended December 3 1, 2006. These financial statements are the
responsibility of the Company’s management. Qur responsibility is 1o express an opinion on these financial
statements based on our audits.

We conducted our audits in accordance with standards of the Public Company Accounting Oversight Board
{United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the ovérall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the financial position of EvergreenBancorp, Inc. at December 31, 2006 and 2005, and the results of its operations
and its cash flows for each of the three years in the period ended December 31, 2006 in conformity with

- U.S. generally accepted accounting principles.

As disclosed in Note 1 to the consolidated financial statements, the Company changed its method of

. accounting for post retirement benefits and stock options to comply with new accounting guidance. In addition,

the Company also adopted Staff Accounting Bulletin 108, “Considering the Effects of Prior Year Misstatements
when Quantifying Misstatements in Current Year Financial Statements” and accordingly adjusted assets and
liabilities at the beginning of 2006 with an offsetting adjustment to the opening balance of retained earnings.

G Uiyl amd Co.-fua, L
CROWE CHIZEK AND COMPANY LLC

Oak Brook, Illinois
March 7, 2007
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EVERGREENBANCORP, INC.
. CONSOLIDATED BALANCE SHEETS

' Assets

Cash and due from banks................
Federal funds sold . . .......... FR

- . Total cash and cash equivalents ... ......
Securities available-for-sale .. .......... .

CONetloans. . ... ...l .
Premises and equipment. .. ..............
Cash surrendér value of bank owned life insurance
Accrued interest and other assets . ... ......

Totalassets . ............... e ‘

Liabilities
Deposits

Noninterest-bearing . .. ...............
Interest-bearing .............. IR
Total deposits . . ........ P .
Federal Home Loan Bank advances .. ........... ... .. e e
Junior subordinated debt ................ '
Accrued expenses and other liabilities . . . . ..

" Total liabilithes . . . v v oo os oo

Commitments and Contingencies

St(.}ckholders equity -

Preferred stock; no par value; 100,000 shares authorized; none issued .. ...........
Common stock and surplue no par vatue; 15,000,000 shares authorized;

. 2,353,262 shares issued at 2006; 2 000,467 shares issued at 2005 .......... e
Retamed EAMINGS .. ..o i e ennnns '
Accumulated other comprehensive loss -

" Total stockholders’ equity. .............

Total liabilities dnd stockholders’ equity

See accompanying notes to consolidated financial statements.
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December 31,
2006 ‘ 2005

(In thousands, except
share and per share data)

4

$ 9160 S 12379
1983 . 2,112
760 2,811

11,003 17,302
29,531 33,550
292,449 189,188
(2788 (2,056)
289,665 187,132
3078 3,179
5316 5,090
4027 . 2939

$343,520  $249,192

$ 55373 .- $ 64,635
201,062 135255
256,435 199,890
46,805 23,849
12,217 5,000

4,244 2,717

319,701. .231.456

21,129 16,005
L3453 " 2,187

(763). __ 456)
23819 17,736
$343520  $249,192




EVERGREENBANCORP, INC:
CONSOLIDATED STATEMENTS-OF INCOME

Ty on . 2 ] - Years Ended December 31,
, I ' _ 2006 2005 2004

| e jt‘ ) & : (In thousands, except per share data)

Interest income .

.. Loans, mc]udmg fees .......................... P .. $19,352 $12 371 $10,243
Taxable secuntles ..... L. A PR C L1670 1036 976
Tax exempt secuntles B P L P O 137 . 7126 94

" Federal funds sold and other . ... ... oolooieoooos 1300 179 M50

Total interest income. . . . . . . S G S SRR SR S 20,786 13,7127 11,363

Interest expénse | : : A : S
DEPOSits. . . o F1e e e P S 5706 - 2,521 11,453

. Federal funds purchased . TP U &, SRRRNCIIRI bt .14
Federal Home Loan Bank. advances .............................. 1,979 568 541
Jumor subordmated debt ......... . o e " 49] ' 345_‘ 7953

Total interest expense . . ....... e pa e e e 8251 ., 3449 . 2,261

Net interest iNCOME. . ... ... oo e e e . 12,535 0 10,263, 9,102

Provnslon for loan losses ........................................ 810 423 321

Net mterest inconie after pmvnsmn for loan losses ................... 11,725 9,840 . 8,781

Noninterest i income
Service charges on deposit acCOUNES . ... v it i e 1,165 1,1_77 ;1,305
Merchant credit:card processing .. ........... e PPN : 157 . 151 145 -

. Gain on sales of securities ava1lable for sale ..... PR R ' —_ . = 15
Other comm15510ns andfees ........... ... .o ol P ‘ 141 128 136
Net earmnings on bank owned life insurance . .. . . . . e - 226 7" P90 —
Other noninterest income .. ......... e e oL 139 147 ¢ 108
- Total nonmterest income'. .. ... ... ... e .. e 1,828 © - 12'69‘3' t '],70'9
Noninterest expense T Coe T e o
* Salaries and employee benefits .. ... ... oot e 5416 . 4728 4,082
Occupancy and equipment . ............... e e - 1,811 ;. 1,697 -+ 1,391
Data processing .. ......... e e 832 744 727
Professional fees. . .. .........ounon.n e e 318 7 391 241
‘Marketing . ......... o i A8 4T3 393
Other outside service fees...... .. o ’r\ Lo L .‘._._‘. gl 4280 7 3837 253
" 'State revenue and sales tax expense. . . . . . L S L A 358" 306 . 257
Loss on other'real estate owned ... . . DL DU e —_ - '132

" Loss-on disposal of equipment ........ e Leeeesl o 285 4t

+ . Other non_ipteresgexpense .......................... e e e 1,274, 1428 . . 1,126
- Total noninterest expense ................ e e oaen .- 10,950 10,150 8,602

Income beforevincome taxes . . ... e 2,603 - 1,383 1,888

INCOME LAX EXPEMSE . o . o o v ittt it et e i an et 784 417 606 -

Net income . . ....... PP T $1819 $ 966 % 17282

Basic earnings pershare. ... .. ... .t $ 08 $ 048 § 0.64

Diluted earnings per share .. ............. ... . ..... AP $ 08 § 047 % 0.63

Se¢ ’accompanying notes to consolidated financial statements.
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EVERGREENBANCORP; INC.

CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY
Years Ended December 31, 2006, 2005, and 2004

Common Accumulated

1 Common Stock Other Total
Stock and Retained Comprehensive  Stockholders’
' +Shares Surplus  Earnings  Income (Loss) Equity *-
. (In thousands, except per share data) - .
Balance at January 1, 2004 . . . .. . « 1,190,366, $15.854 .§ 778 $ (49) $16,583
Comprehensive income . _ ) y
Netincome .......... ... ... ... ....... — — 1,282 — 1,282
Change in net unrealized gain {loss)'on ' ’
securities available for sale, net of
« reclassification and tax effects ........... - — —_ —_ (7 - - {7
Total comprehensive income .. ............. -— — - = L2111
Cash dividends ($.192 per share) ... ...... ... — —_ (382) — (382)
Stock split {five-for-four) . . . ..., P 298,645 — — _ . —
Repurchase of fractional shares ............. (296) ) — — )
Exercise of stock options . . .. .............. 5,606 69 — — 69
Tax benefit from stock related compensation. . . . — 11 — — i1
Balance at December 31,2004 . ... ... ... ... 1,494,321 15,927 1,678 (120y - 17,485
Comprehensive income ‘
Netincome . ............. ccciiiinnn. — — 966 — 966
Change in net unrealized gain (loss) on
securities available for sale, net of
reclassification and tax effects ............ — — — {336) . (3306)
Total comprehensive income ............... — — — _— 630
Cash dividends (5.228 per share) . ... ........ — — (457 — 457)
Stock split (four-for-three) ... ............ .. 500,165 — — — —
" Repurchase of fractional shares ............. 471} N — — N
Exercise of stock options . .......... T, 6,452 71 — — 71
Tax benefit from stock related compensation. . . . —_ 14 — — 14
Balance at December 31,2005 . . ... ... ... .. 2,000,467 16,005 2,187 {456) 17,736
Adjustment to apply SAB No. 108, net of tax. . . — — (51 — (51)
Comprehensive income . '
Netincome ............................ — — 1,819 — - 1,819
Change in net unrealized gain (loss) on
securities available for sale, net of ,
reclassification and tax effects . ........... - — — — 50 50
Total comprehensive income .. ............, L= — — — 1.869
Adjustment to initially apply SFAS No. 158, net : -
of tax (Note 13). .. .. [P — — — 357 (357)
Cash dividends ($.25 per share} . .. .......... —_ — (502) —_ (502}
- Equity offering subscriptions ... ............ 310,547 4,547 — — 4,547 .
Exercise of stock options . ... .............. 42248 381 —_ — 381
" Tax benefit from stock related compensation. . . . _ 73 — — 73
Stock options earned . ... ... ... ..., . ... — 123 — —- 123
Balance at December 31,2006 . . ... ........ 2,353,262 $21,129 $3,453 $(763) $23,819

See accompanying notes to consolidated financial statements,
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i EVERGREENBANCORP, INC.
CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME

-

Years Ended December 31,

" , 2006 2005 2004
: : (In thousands)
Net income . . ... ... e B “$1,819  $966 $1,282
Olhervcomprehensive. income:
Change in unrealized gain (loss) on.securities available for sale . ...... .. e RTS8 (309 0 (91
Reclassification adjustment for gains included in net income ... ............. — e ¢ )
Net unrealized gains (loSSes) . ... .. i i T 75 (50’9)‘ '. "(106)
Tax effect . .ot e Ce e PR . (25) 173 ) '35
Total other comprehensive income (loss) .. ... ... . ... .. ... . : 500 336y (71}
Total comprehensive income ... . ............ L - 51,869 ¢ °§ 630. " $1,211
. ' .
- 1 ]
. ]
[ I ..
t 1
] V' N
4 * ] .
tr
r;- ‘.)

See accompanying notes to consolidated financial statements,

40

-




EVERGREENBANCORP, INC.
+ CONSOLIDATED STATEMENTS OF CASH FLOWS:

Years Ended December 31,

2006 Y2008 2004
. . 4 . (In thousands)
Cash flows from operating activities . . e ey
Net iNCOME. . o vt e e e e e e e e e g e $ 1819 % 966, 8 1,282
Adjustments {o reconcile net income to net cash pr0v1ded by operatmg G,
activities: _ , ' L o L . .
DepreClatlon ............. e e e e . B85 801 663
Provision for loan losscs ..... e . 810 423 ; 321
Gain from sales of securities . . . ... . o i e — — (15)
Wnte-down of other real €state owned ........... ... ..., S — AL 132
" Loss on disposal of equipiment. . ..... . ... ....... N 28, Y e —
Amortization of premiums and discounts on securities . .. .......... ' -41 64 o 79
. Federal Home Loan Bank stock dividends . . .......... ... ... ... — (6) (40)
Dividends reinvested . . . . . P e RO — 7190y, 't (349)
Net earnings on bank owned llfe insurance . . S .. L (226) (90) . e
Stock opfion compensation eXpense . . . ... ... i " 123" — —
Other changes, net . . ... ... it e e e 79 (342) 694
Net cash provided by operatmg activities .'. . > . oL .. Lo L S 3,528 1,626 2,767
Cash 'flows from lnvestmg activities ) ‘ st - ‘ et
Proceeds from sales, maturities and pnnc1pal paymems on securltles - '
available for sale. . .......... S ol o 4,186 2,368 © "+ 6,390
Purchases of securities available forsale . ... .......... [P (133) (1,125 © (1,523)
Purchases of loans ... ..... ... PP [P ey - 5,753y , (13882 . —
Net.Ioan orlgmatlons ....... . e ;.l L e (97 590) (15,_90,4)' ,(21,258)
Purchase of bank owned life insurance ... ... ... oo oro L. — (5,000) —_
Proceeds from sale of otherreal estate owned . . . .................. — R 2,527
Purchases of premises andrequipment . ., .. ... ... ... ... ntL (781) (1;404). (770)
Net cash used in mvestmg actlvmes e oLty (100,071) 0 (34,947) (14.634)
Cash flows from financing acuvmes . , ) ; . -
Net increase in deposits ... ..., ....... L0 osesas 26089 7 21,018
Net decrease in federal funds purchased . ... ........ e PP A e (3,097
Proceeds from Federal Home Loan Bank advances ................. 36,900 16,900 e
Repayments of Federal Home Loan Bank advances .' ....... ..., e (13.944) 4,118 ' (4,314)
Proceeds from the issuance of trust preferred securities, net . ... ..... .. v 7,217, — . o—
Proceeds from equity offering, het of offeringrcosts . . .. .. ... R SR - 4,547 : e s
Repurchase of common stock . ... ..o ... O e e —_ @y A7
Proceeds from exercise of stock options .. ... .............t.0. .0, o 381 . 7L 69
Dmclencls pald ...................................... P . (502) (457) (382)
Net cash provnded by ﬁnancmg activities .\ . . ... AU . S5 ol 38, 478 13,387
Net increase (decrease) in cash and cash equivalents . . ... ... ... .. +14(5,399) 5 157 1,520
Cash and cash equivalents at beginning of year . .. .. ... ... .. .. r« V1,302 12,145 10,625
Cash and cash equivalents at end of year. ... $ 11,903 , $ 17,302 ' $ 12,145
Supplemental disclosures of cash flow mformatlon : 1 iy . . 1o,
Interest paid . . . ........... e IRERRETRRETRERRY $ 7678 § 3292 § 2 203
lncomc taxes pald ...................... IETTTRYRINDIN AN : R {1 ‘326
2 ‘' 4 ! fet b S

See accompanying notes to consolidated financial statements.*
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Note 1: Summary of Significant Accounting Policies

Organization.  EvergreenBancorp, Inc. (“Bancorp”) was formed February 9, 2001 and is a Washington
corporation chartered as a bank holding company. Bancorp holds all of the issued and outstanding shares of
EvergreenBank (“the Bank”). The consolidated entities are collectively referred to as “the Company.” The Bank is a
Washington state chartered financial institution established in 1971 that engages in general comimercial and
consumer banking operations. Deposits in the Bank are insured to a maximum of $100,000 per depositor (in some
instances up to $250,000 per deposit account, depending on the ownership category of the account) by the Federal
Deposit Insurance Corporatton {“the FDIC™). ' ’

The Bank offers a broad spectrum of personal and business banking services, including commercial, consumer,
and real estate lending. The Bank's offices are centered in the Puget Sound region in the Seattle, Lynnwood,
Bellevue, and Federal Way communities. , ' :

Operating Segments. While the Company’s management monitors the revenue streams of the various
products and services, operations are managed and financial performance is evaluated on a Company-wide basis.
Accordingly, all of the Company’s banking operations are considered by management to be aggregated 1n one
reportable segment

Holdmg Compcmy Information. The Bank became a wholly owned subsidiary of the Bancorp ¢n June 20,
2001 in accordance with the Plan and Agreement of Reorganization and Merger dated February 14; 2001 which
provided that each share of the Bank’s common stock be exchanged for an equal number of shares of the common
stock of the Bancorp. This was treated as an internal reorganization; accordmgly, the capital accounts of the Bank as
of June 20, 2001 were carried forward, without change, as the capital accounts of the Bancorp. »

Principlé:v of Consolidation and Use of Estimates. The accompanying consolidated financial statements
include the combined accounts of the Bancorp and the Bank. Significant intercompany balances and transactions
have been eliminated. : '

The accompanying financial statements have been prepared in conformity .with U.S. generally accepted
accounting principles and with the general practlces in the banking industry. The preparatlon of financial staternents
in conformity with these pnncxples requires management to make estimates and assumpuons that affect the reported
amounts of assets and liabilities, including contingent amounts, at the date of the financial statements and the
reported amounts of revenues and expenses during the reporting period. Aetual results could differ from those
estimates.

Cash and Cash Equivalents. Cash and cash equivalents include cash on hand, cash items, clearings and
exchanges, amounts due from correspondent banks, interest-bearing deposits in other financial institutions, and
federal funds sold. Federal funds sold generally mature within one to four days from the.transaction date. Net cash
flows are reported for customer loan and deposit transactions, and federal funds purchased. Interest bearing dep051ts

in other financial institutions are carried at cost and mature within one year.

|~ Securities.  Securities classified as available-for-sale are reported at fair value, with the net unrealized gains
or losses, net of tax, reported in other comprehensive income (loss), a separate compdnent of stockholders’ equity:
Realized gains or losses on securities sold are based on the net proceeds and adjusted book values of the securities
sold, using the specific identification method. “

. Interest income includes amortization of purchase premium or discount. Premiums and discounts on securities
are amortized on the level-yield method without anticipating prepayments. Co

> Declines in the fair vatue of securities below their cost that are other than temporary are reflected as realized
losses. In estimating other-than-temporary losses, management considers: (1) the length of time and extent that fair
value has been less than cost, (2) the financial condition and near term prospects of the issuer, and (3) the Company’s
ability and intent to hold the security for a peried sufficient to allow for any anticipated recovery in fair value.
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*. Loans. Loans that management has the intent and ability to hold for the foreseeable future or until maturity or
payoff are reported at the principal balance ottstanding; net of unearned interest, deferred loan fees and costs, and
allowance for loan losses. Interest income is accruéd on the unpaid principal balance. Loan origination fees, net of
certain direct origination costs, are deferred and recognized in interest income using the level-yield method without
anticipating prepayments. : .

» - Interest income on mortgage-and commercial loans is discontinued at the time the loan is 90 days delinquent
unless the loan is well-secured and in the process of collection. Consumer and credit card tgans are typically
charged off no later than 120 days past due. Past due status is based on the contractual terms of the loan. Loans are
placed on nonaccrual or charged off at an carlier date if collcctlon of prmc1pal or mtercst is cor:Stdered doubtful.

1

All interést acérued but not received for loans placed onnenaccrual is reversed against interest income. Interest
received on such toans is accounted for on the cash-basis or cost-recovery method, until qualifying for return io
accrual, Loans are returned to accrual status when all principal and interest'amounts contractually due are brought
current and future payments are reasonably assured. -+ * . : c .-

v,

. Aliowance for Loan Losses.  The allowance for loan losses i 1s a valuauon allowance for probable 1ncurred '
credit losses. Loan losses are charged against the allowance when management believes the uncollecttblltty of a
loan balance is confirmed. Subsequent recoveries, if any, are credited to the allowance. Management estimates the
allowance balance required using past loan loss experience, the nature and volume of the portfolio, information
about specnﬁc borrower situations and estimated collateral values, economic conditions, and other factors.
Allocations.of the allowance may be made for specific loans, but the entire allowance is. avallable for any, loan
that, in management’s judgment, should be charged off.

LI ety

The allowance consists of specific and general components. The specific component relates to loans that are
individually classified as impaired or loans otherwise classified as substandard or doubtful. The general component
covers non-classified loans and is based on historical loss experience adjusted for current factors.

A loan is;impaired when full payment under the loan terms is not expected Commercial and commercial real
estate loans are individually evaluated for impairment. If a loan is impaired, a portion of the’ allowance is allocated
so that the loan is reported, net, at the present value of estimated future cash flows using the loan’s existing rate or at
the fair value of collateral if repayment is expected solely from the collateral. Large groups of smaller balance
homogeneous loans, such as consumer and residential real estate loans, are collectively evaluated for impairment,
and accordmgly, they are not separdtely identified for impairment disclosures.

' Premises.and Equipment. Premises and equipment include leasehold improvements and are stated at cost,
less accumulated depreciation and amortization on the straight-line method over the shorter of the estimated useful
lives of the assets.ranging.from 5 to 10 years or the terms of the related leases. The Company leases the premises
upon which it conducts business. Furniture, fixtures, and equipment are depreciated using the straight-ling (or
acceleratcd) method with useful lives ranging from 5 to 7 years. Mamtenance repatrs taxes, and insurance are
charged to nomnterest expense .

f
R H

- Bank Ownea’ Life lnsurance. The Company has purchased life insurance policies on certain Key executives.
Bank owned life insurance is recorded at its cash surrender value (of the amount that can be realized).

- Foreclosed Assets.. Assets acquired through or instead of loan foreclosure are initially recorded at fair value
when acquired, establishing a new cost basis. If fair value declines subsequent. to foreclosure, a valuation allowance
is recorded through expense. Costs after acquisition are expensed. .+ o

Federal Home Loan Bank (“FHLB”) stock. The Bank is a member of the FHLé Systent. Memberis are
required to own a certain-amount of stock based on the level of borrowings and other factors, and- may- invest in
additional amounts. FHLB stockiis carried at cost, classified as a restricted’security, and periodically evaluated for
impairment based on ultirate recovery of.par value. Both cash and stock dividends are reported as income.
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Income Taxes. Income tax expense is the total of the current-year income tax due or refundable and the
change in deferred tax assets and liabilities. Deferred tax assets and liabilities-are the expected future tax amounts
for the temporary differences between carrylng amounts and tax bases of assets and liabilities, computed using
enacted tax rates. .

Comprehensive Income. Comprehensive income consists of net income and other comprehensive income.
Other comprehensive income includes the reclassification and tax effects of the change in unrealized gains and
losses on available for sale securities which are recognized as a separate component of equity.

Postretirement Health Care B'eneﬁrs. In September 2006, the Financial Accounting Standards Board
(“FASB”) issued Statement of Financial Accounting Standards (“SFAS™) No. 158, Employers’ Accounting for
* Defined Benefit Pension and Other-Postretirement Plans — an amendment of FASB Statements No. 87, 88,-106, and
132(R). SFAS No.- 158.requires the Company to recognize the overfunded, or underfunded status of its defined
benefit postretirement plan as an asset-or a Hability in its balance sheet, beginning with year end 2006, and to
recognize changes in the funded status in the year in which, the changes occur through comprehensive,income
beginning in 2007. Additionally, defined benefit plan assets and obligations are to be measured as of the date of the
. employer’s fiscal year-end starting il 2008. Adoption of SFAS 158 had the followmg effect on individual line items
in the Company s 2006 balance sheel

L

Befofe Application of _. . After Application of
SFAS No. 158 Adjustments ' SFAS No. 158
s ' o : T " (In thousands) -

Liability for pension benefits. .. .......... ' $ 1,678 - ' $541 $ 2219
Deferred federal income tax asset . ........ ‘ 2,039 _ ' 184 - 2,i23
Total liabilities . ... . ... I DU "o 319,160 - 541 319701
Accumulated other comprehensive income. .. . (406) - 357 (763) '
Total stockholders’ equity . . . . . B ' $ 24,176 $(357) - $ 23819

The liability for postreuremem benefits is reported by recogmzmg the expense for such beneﬁts over the
period serv:ce*; are rendered by employees : :

i [ ¥

See Note' 13 “Retirement Beneﬁls to the consohdated ﬁnancnal statements for additional information on
postretirement benefits. o ’ :

Fair Values of Financial Instruments. Fair values of financial instruments are estimated using relevant
market information and. other assumptions as more fully disclosed in Note 17. Fair value estimates involve
uncertainties .and matters of significant judgment regarding interest. rates, credit risk. prepayments, and other
factors, especially in the absence of broad markets for particular items. Changes in assumptions or in market
~conditions could significantly affect the estimates. T . "

- 1 . h "~
Loan Commitments and Related Financial Instruments. Financial instruments include off-balance-sheet
credit instruments, such as commitments to make loans and commercial letters of credit, issued to meet customer
financing needs. The face amount for these iteins represents the exposure-to loss, before considering customer
collateral or ability to repay. Such financial instruments are recorded when they are funded.

Loss Contingencies. Loss contingencies, includiné claims and legal actions arising in the ordinary course of
business, are recorded as liabilities when the likelihood of loss is probable and an amount or range of loss can be
reasonably estimated. Management does not believe there now are such matters that will have a material adverse
effect on the financial statements.

. e

Stock-Based IColmpenmtion. Effective January 1, 2006, the. Company adopted SFAS No. 123(R); Share-
based Payment, using the modified prospective transition method. Accordingly, the Company has recorded stock-,
based employee compensation cost .using the fair value method starting in 2006. For 2006, adopting this standard
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resulted in a reduction of income before income taxes of $123,000, a reduction in net income of $81,000, and a
decrease in basic and diluted earnings per share of $0.04 and $0.03.

Prior to January 1, 2006, employee compensation expense under stock options was reported using the intrinsic
value method; therefore, no stock-based.compensation cost is reflected in net income for the years ending
December 31, 2005 and 2004, as all options granted had an exercise price equal to or greater than the market price of
the underlymg common stock at date of grant.

The following table lllustrates the effect on net income and earnings per share if expense was measured using
the fair value recognition provisions of Statement of Financial Accounting Standard Slalement No. 123, Accoummg.
Jor Stock-Based Compematton for the yedrs endlng December 31:

2005 2004

(In thousands,
! . ' ! B ) : except per share

) data)
Net income as reported. . .. .. ... . it e $966 §$1,282
Deduct: Stock-based compensation expense determined under fair value based '
method . . . ... e e 64 52 -
" Pro forma net inCome .« . ... o.oovun.. .. B $902 $1,230
Basic earnings per share as reported . ... ... S P e S, 3048 $ 0.64
Pro forma basic earnings per share . . /. ... ... . .. L i Lo 045 0.62
' Diluted earnings per share as reporled ..................... e 0.47 0.63 °
Pro forma diluted earnings pershare....................... U 044 . 061

Earnings Per Share. Basic earnings per common share is net income divided by the weighted average
number of common shares outstandmg during the period. Diluted eamings per common share includes the dilutive
effect of additional potential common shares issuable under stock opnons Earnings and dividends per share are
restated for all stock.splits and stock dividends through the date of issuance of the financial Statcmems

Dividend Restriction. " Banking regulations require the maintenance of certain capital levels and may limit the
amount of dividends that may be paid by the Bank to the Bancorp or by the Bancorp to the stockholders.

Reci’a_ssiﬁcations. Certain items in prior years’ financial statements have been reclassified to conform with
the current year’s presentation. These reclassifications did not change previously reported stockholders’ equity or
net income.

e .
Adoption of new accounting standards:

SFAS No. 123(R). Effective January 1, 2006, the Company adopted SFAS No. 123(R), Stock-based Com-
pensation. See “Stock-Based Compensation” above for further discussion of the effect of adopting this standard.

SFAS No. 158. In 2006, the Companty adopted SFAS No. 158, Employers’ Accounting for Defined Benefit
Pension and Other Postretireinent Plans — an’ amendment of FASB Statements No. 87, 88, 106, and 132(R). See
“Postretirement Health Care Benefits” and Note 13 “Retirement Beneﬁts” for further dispussion of the effect of
adopting this standard. ‘_ . '

SAB No. i08. In Seplember 2006 .the Securities and Exchange Commlssmn (“SEC”) released Staff
Accounting Bulletin (“SAB™) No. 108, Considering the Effects of Prior Year Misstatements when Quantifving
Misstatements in Current -Year Financial Statements, which is effective for fiscal years ending on or after
November 15, 2006. SAB. No. 108 provides guidance on how the effects of prior-year uncorrected -finanéial
statement misstatements should be considered in quantifying a current year misstatement. SAB No. 108 requires
public companies to quantify misstaterments using both an income statement (rollover) and balance sheet (iron
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curtain) approach and evaluate whether either approach results in a misstatement that, when all relevant quantitative
and qualitative factors are considered, is material. If prior year errors that had been previously considered
immaterial now are considered material based on either approach, no restatement is required so long as manage-
ment properly applied its prevnous approach and all relevant facts and circumstances were considered. Adjustments
considered immaterial in prior years under the method previously used, but now considered material under the dual
approachrequired by SAB No. 108, are to be recorded upon initial adoptlon of SAB No. 108. The amount S0
recorded is shown as a cumulative effect adjustment and is recorded in the opemng retained earfiings as of January 1,

2006. Historically, the, Company expensed, the actual.rent paid on its operating leases instead of recording the
expense on a straight-line-basis over the term of the lease, as required by FASB issued SFAS No. 13. For 2005, the

difference between actual expense recognized and straight-line expense was not considered material to the 2005

income statement using the rollover apprdach however, would have been material to-the 2005 income statement
under the iron curtain approach. The Company adopted SAB No. 108 and recorded the cumulative effect adjustment
to reduce the 2006 beginning retained earnings by $51 000. The adjustment increased other liabilities by $77,000
and deferred tax deset by $26,000.

Effect of Newly Issued But Not Yet Effective Accounting Standards:’

In February 2006, FASB issued SFAS No. 155, Accounting for Certain Hybrid Financial Instruments-an
amendment to FASB Statements No. 133 and 140. This Statement permits fair value re-measurement for any hybrid
financial instruments, clarifies which instruments are subject to the requirements of Statement No. 133, and
establishes a requirement to evaluate interests in securitized financial assets and other items. The new standard is
effective for financial assets acquired or issued after the beginning of the entity’s first fiscal year that begins after
September 15, 2006. The adoption of this statement w1ll not have a material impact on the consolidated ﬁnanc1al
position or results of operations. "

In March 2006, the FASB- 1ssued SFAS No. 156, Accounting for Servrcmg of Financial Assets- -an amendment
of FASB Smremem No. 140. This Statement prov1des the following: 1)’ rev1sed gundance on when a servicing asset
and servicing llablhty should be recognized; 2) requires all separately recognized servicinig -assets and serv1cmg
liabilities to be 1nmally ‘measured at fair value, if practicable; 3) ‘permits an entity to elect to measure servicing
assets and servicing liabilities at fair value each reporting date and report changes in fair value in earnings in the
period in which the changes occur; 4) upon initial adoption, permits a onetime reclassification of available-for-sale
securities to trading securities for securities which are identified as offsetting the entity’s exposure to changes in the
fair value of servicing assets or liabilities that a servicer elects to subsequently measure at fair value; and 5) requires
separate presentation of® servicing assets and servicing liabilities subsequently measured at fair value in the
statement of financial position and additional footnote disclosures. This standard is effective as of the beginning of

‘an entity’s first fiscal year that begins after September 15, 2006 with the effects of initial adoption being reported as

a cumulative-effect adjustment to retained earnings. The adoption of this-statement will not have a material impact
on the consolidated financial posmon or results of operations.

L ! I

In September 2006, the FASB issued SFAS No. 157, Fair Valie Measurements, to provide gu1dance on how to
measure fair value, which would apply broadly to financial and non-financial assets and liabilities that are measured
at falr value under other authoritative accountmg pronouncements ‘The statement defines fair value, provides a
hlerarchy that prioritizes inputs that, should be used in valuation techniques used to measure 1fzur value, and expands
current disclosures about the use of fair value to measure assets and liabilities. The disclosures focus on the methods
used for the measurements and their effect on earnings and would apply whether the assets were medsured at fair
valiie in all.periods, 'such as trading securities, or in only some periods, such as for impaired assets. A transition
adjustmemuonld‘be recognized as a cumulative-effect adjustment to beginning retained earnings for the fiscal year
in which statement is initially adopted. This adjustment is measured as the difference between the carrying amounts
and the fair values of those financial instruments at the date of adoption. The statement'is effective for fiscal years
beginning after November 15, 2007 (or January 1,.2008 for calendar-year companies) and interim periods within
those fiscal years. The Company will adopt the statement on-January 1; 2008. The fair.value disclosures required by
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this statement will be effective for the first interim period in which the statement is adopted. The Company is
currently evaluating the impact of the statement on its financial position, results of operations, and liquidity.

In July 2006, the FASB issued FASB Interpretation No. 48, Accounting for Uncertainty inIncome Taxes
(“FIN 48"), which was issued to require that ali tax positions be evaluated using consistent criteria and measurement
and further supplern'ented by enhanced disclosure. FIN 48, an interpretation of FASB Statement No. 109,
Accounting for Income Taxes, prescribes the minimum recognition threshold a tax position is required to meet
before being recognized in the financial statements. This interpretation provides clear criteria for subsequently
recognizing, derecognizing, and measuring such tax positions for financial statement purposes, as well as provides
guidance on accrual of interest and penalties, accounting in interimn periods; disclosure, and transition. FIN 48 is
effective for fiscal years beginning after December 15, 2006 or January 1, 2007 for calendar year-end companies.
Differences between the amounts recognized in the statements of financial position prior to the adoption of FIN 48
and the amounts reported after adoption would be accounted for as a cumulative-effect adjustment recorded to the
beginning balance of retained earnings. The cumulative-effect adjustment would not apply to those items that would
not have been recognized in earnings, such a$ the effect of adopting FIN 48 on tax positions related to’business
combinations. The Company has determined that the adoption of FIN 48 will not have a material effect on the
findncial statements.

In September 2006, the FASB Emerging Issues Task Force finalized Issue No. 06-4, Accounting for Deferred
Compensation and Postretirement Benefit Aspects of Endorsement Split-Dollar Life Insurance Arrangements. This
issue requires that a liability be recorded during the service period when a split-dollar life insurance agreement
continues after participants’ employment or retirement, The required accrued liability will be based on either the
post-employment benefit cost for the continuing life insurance or based on the future death benefit depending on the
contractual terms of the underlying agreement. This issue is effective for fiscal years beginning after December 15,
2007. The Company has evaluated the impact of the pronouncement and believes there would be no impact to the
Company’s financial position and results of operations.

In September 2006, the FASB Emerging Issues Task Force finalized Issue No. 06-5, Accoummg for Purchases
of Life Insurance — Determining the Amount That Could Be Realized in Accordance with FASB Technical
Bulletin No. 85-4 (Accounting for Purchases of Life Insurance). This issue requires that a policyholder consider
contractual terms of a life insurance policy in determining the amount that could be realized under the insurance
contract. It also requires that if the contract provides for a greater surrender value if all individual policies in a group
are surrendered at the same time, that the surrender value be determined based on the assumption that policies will’
be surrendered on an individual basis. Lastly, the issue discusses whether the cash surrender value should be
discounted when the policyholder is contractually limited in its ability to surrender a policy. This issue is effective
for fiscal years beginning after December 15, 2006. The adoption of this statement will not have a matenal impact
on the consolidated financial position or results of operations, : ‘

v

Note 2: Restrictions on Cash and Due from Banks

Cash on hand or on deposit with the Federal Reserve Bank of $25,000 and $1,113,000 was required to meet
regulatory - reserve and clearing requirements at year end 2006 and 2005. These balances do not earn interest.

il

47




EVERGREENBANCORP, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Note 3: Securities ., . . Tty : o ot

P - o Co. . 3 e . P . .
The fair value of securities available-for-sale and the related gross unredlized gains and losses recognized in

accumulated, other comprehensive income were as follows (in thousands): S
e . . .o nel : ' Gross * Gross
e, . o . Fair. Unrealized  Unrealized
L '_ ’ oo : B ! Value ‘ Gaihs . ‘ Losses _

. December 31,2006 . . . .. B . r
U.S. agencies ... ... ... P S T $ 4,478 $1 $ 27
Sfates and political subdivisions .. 1. ........... o, - 4,142 1 + (45)-
Mortgage—backed securttles and- CO“d[El‘dllZEd mortgage . oo ’ e

obllgatlons ...... SR YoouuL e 4,567 | I 134) :
' USM Ultra Short Mortgdge Fund . ." .. ... .. . Ll 18,793 — 0 "y
. Fedeml Home Loan Bank 9tock . .:'. e TR .. " 1,551, ' 1_: A
Total. securities avallable for-sale. .. ...... I .$2§;53l- $3 JO$(619)
December 31, 2005 : - ‘

y . 'U'S agencies. .. ....... Ll AU L CT %7394 o $— $(116)
States and political subdlvmons . e '_‘. L7 S B (. ) B
Mortgage backed securlttes and collateralized mongage ’ '_ ) o .

obhgauons............l...._...l..:.ll.l......‘..‘....'..,.' sd6l 2 (144)"
USM Ultra Short Mortgage Fupd .. ............ ..., SEREEE C14823 L. — (383)
Federal Home Loan Bank stock ......... A. e - ) 1,418 — . -"____: '

Total securities available-for-sale.-. . ..........:.0..0 0 .. §33,550 ¢ M FUB(6935)

The scheduled matuntles of secunt!es avallable for sale at December 31 2006 were as follows Secuntles not

due ata smgle m.tturlty ddte are. shown separately (in_ thousands) , L . ‘
I P 1t s oae L NP , Fair Value
Dueinoneyearorless....-..’...'.'.'....‘ ........ L oo 8 27790
Duedfteroneyedrthrough five years ... 7. ... [P ot 5050 - I
! : . o e e IR
Due after five years through ten years . ..... e e e e e 791
oy s Total. ol e A e i e s L 8620
USM Ultra Short Mortgage Fund . ........ BRI e e e 14,7930
Mortgage-backed securities and collateralized mortgage obltgatlons ................. 4,567
Federal Home Loan Bank SOCK o oot . oo 1,551
" Total. L. ST e s9.s3n
e SR A ST R
Sales of securities available-for-sale were as follows (in thousands):
) 2006 2005 2004
Proceeds .. ..ot 5— $— $2,525
Gross gains . . .. ... . — — 25
Gross losses. . ..o v = — (q10)]

Securities with an estimated carrying value of $12,237,000 and $16,070,000 at December 31, 2006 and 2005,
respectively, were pledged to secure public deposits and for other purposes required or permitted by law. The
Company is required to maintain a minimum investment in the stock of the FHLB of Seattle based on certain
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percentagés of dutstanding mortgage loans or advances from FHLB. At De¢ember 31, 2006 the minirum requnred-
investment was $1,478,900; which'the Company exceeded: Dividend incoine from the FHLB stock was $6,000 and
$40,000 for 2005, and 2004, respecuvely There was no dividend income from the FHLB stock in 2006 as the FHL!B
suspended payrnent ‘of dividends due to-declining income. In December 2006, the FHFB approved FHLB’s request
to resume casl payment'of quarterly dividerids. . ' A

. P . Gy 2ot i L [ T “ e ' e

Securmes with unreahzed losses at year-end 2006, aggregated by investment category and ]eng[h of time that
individual securities have been in a continuous unrealized loss_position, are as follows (in thousands):

i) . s

. Less than 12 Months
. . o , \ Cr 12 Months or More ‘ Total
R S ' ! Fair Unrealized ' Fair . Unrealized Fair  Unrealized
P Descriptmn of Securities . : -* Value 1Loss' + ' ~-. Value Loss: *:'f Value . Loss A
" USagencies.. U Ty s s ddm s @y s amt s an
State and political subdivisions . . . . . . 135 ()" 3663 @4 3798 (45)
Mortgage-backed securities. . . . . . .. CUO31s T 4,021 (133) 4336 (134)

USM Ultra Shoit-Mortgage Fund . . . . - 14,793  (413) 14,793  _(413)

2)  $25954  $(617) - 526,404 ' $(619)

o
—

j]‘otal lerﬁporaﬁly_impaired e $450
¥ L oo T

At December 31,2006, securities with unrealized losses have an aggregate depreciation of 2.3 percent from the
Company’s amortized cost basis. The unrealized losses are predominately the result of changing market values due
to increasing short-term (less than two years) market interest rates, are expected to,regain the lost.valye with stable
or declining interest rates in keeping with the pattern of past economic cycles, and, accordingly, are con51dered as
temporary. Nb& credit'issués have been identified that cause management to believe the declines in markét value are
other than temporary. The ,Company has the ablhly to hold these securmes unul malumy or. for the foreseeable '

future.
T

The net asset vélﬁé‘(“NAV”f of the USM Fund has declined with recent increases in short term interest rates.
With respect to the USM Fund investment, the historical performance of the fund shows that as interest rates slow
their rate of ascent, are_stable, or as rates decline, the fund recovers its-value (that;is, the degree of impairment
reverses) through increases in its market NAV. Management expects the USM Fund to recover value following a
decline due to a rising interest rate environment once rates stabilize and the underlymg adjustable rate mortgages
reprice to market. The NAV of the USM Fund was $9.69 at December 31, 2005 and fell to $9.65 at June 30, 2006.
During the six month period ended December 31, 2006, the interest rates stabilized and long term rates declined
slightly, thus impacting the USM Fund’s NAV posrtwely, which increased to $9.67 at December 31 2006. The
Company has the ability and intent to hold the investment for a sufficient period of time for any anncrpated tecovery
in fair value. .

A . ! . LTI Sy e it v I L H

Securities with unrealized losses at year-end 2005, aggregated by investment'catégory and length of time that

individual securities have been in a continuous unrealized loss position, are as follows (in thousands): ,

v e oeovooslom a0 Lessthanl Lo A2Months it 0wt ae et *
12 Months or More Total

Fair Unrealized Fair Unrealized Fair Unrealized
Description of Securities Value Loss Value Loss Value Laoss
USagencies .................. $ 496 $@4) $6898 $(112) $ 7,394 §(116)
State and political subdivisions . ... 3278 1) 694 (11 3,972 (52)
Mortgage-backed securities .. ... .. ’ 436 “(3) 4,755 (141 . 5191 (144)
USM Ultra Short Mortgage Fund. . . 188 2) 14,635 (381) . 14,823 (383)

Total temporarily impaired. . . . . ... $4,398 $(50) $26982  $(645) $31.380  $(695)

49




EVERGREENBANCORP,.INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

At December 31, 2005, securities with unrealized losses have an aggregate depreciation of 2.2 percent from the
Company’s amortized cost basis.- The unrealized losses are predominately the result of changing market values due
to increasing short-term (less than two years) market interest rates, are expected to regain the lost value with stable
or declining interest rates in keeping with the pattern of past economic cycles, and, accordingly, are considered as
temporary. No credit issues have been identified that cause management to believe the declines in market value are

" other than temporary The Company has the ability to hold these securities until matunty or for the foreseeable
future: .

Note 4: Loans

The Company criginates loans primarily in King, Snohomlsh and Pierce Counties. Although the Company has
a diversified loan portfolio, local economic conditions may affect the borrower’s ability, to meet stated repayment
terms. Collateral may, depending on the loan, include accounts receivable, inventory, equipment, and real estate.
Loans are originated at both fixed and variable rate§

Loans at December 31 consisted of the following (in.thousands):

. ] 2006 _, 2005
Commercial . ... .o v e e e $ 85067 3§ 61,921
Real estate MOMEABE . . . .. oo it e 154,945 105,097
Real estate construction. . . ...... .o eun.. e PR . 34:813 . 6,953
CONSUIMET . .« o ettt et e e e e e e e e e et e N 17,328 - 14,939
Other including overdrafts . . . /: ... 0. 0 [ 206 278

" Totwl..... U U AP $392,449  $189,188

Loans at December 31, 2006, by maturity or repricing date were as follows (in thousands):

Fixed Variable
, B Rate Rate Total

Due in one year or less . e U, $15,293 -.‘5138:203 $153,496 .
" Due after one year through five years . ... .............. P 32,020 61,902 93,922
Due .after fiveyears . J................ Ceee e ‘39,870 4,695 44,565
Total ............ T TTR C........ 387,183 $204800 $291983
Loans on which the accrual of interest has been discontinued . .. ol 466
Total <ot U S 4 . $292,449

Unamortized deferred loan fees net of unamortized origination costs were $1,335,000 and $797,006 at
December 31, 2006 and 2005, respectively.

At December 31, 2006 and 2005, loans aggregating $95,555,000 and $40,281,000, respectively, were reported
as available as cpllateral for the advances from the FHLB of Seattle, as described in Note 8.
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Loans to principal officers, directors, and their affiliates in 2006 were as follows (in thousands):

Beginning balance . ... ... A e I e w3072
REPAYMENIS. H L L ittt et e e e e (104)
Additions . .=...... e e e B 207
Removal of loans*. .. .............. e e e e e e {36)
-Ending balanqe’._ .............. N e P e .. 3139

P

* Loans removed durmg 2006 were loans to directors and ofﬁcers no longer employed w1th the Compdny.

Note 5: Allowance for Loan Losses o -
+  Changes in the allowance for loan losses were as.follows (in thousands); et
L ' ' : e S L2006 - 2005 . . 2004~
Balance at Jdnuary LT S0056 91,887 $1636
. Recoveries credited fo the allowance . . . . . . e e L. 3% 40 ‘,. lle
Provision for loan losses ................................... 810 423 321
) . , L e e -! } .
Loans charged off. . ............." SR WOSTEEE O B |3 (294) (170)
Balance at December 31 .. .. ... ... e e $2,784 $2,056 51, 887
A portion of the allowance for loan losses is allocated to impaired loans. Information wnh respect to |mpa1red
loans and the related allowance for loan losses is as follows {in thousands): . . . RS
st . . . 2006 2005
frhpaired loans for which no allowance for loan losses was '
BllOCAtEd . .. ot e $ — 8516
Impaired loans with an allocation of the allowance for loan '
oL 1 = J A R e -123 219
L0171 $123  $735
Amount of the allowance for loan losses allocated . .......... ... ... ... .. ... $51 %37
2006 2005
Average of impaired loans during the year . .. ........ ... ... . ool 370 $648
Interest income recognized during impairment . . . .. e e e — 93
Cash-basis interest income recognized . ... ...... ... . ..o .. — 93
Nonperforming loans at December 31 were as follows (in thousands):
2006 2005
Loans past due 90 days or more and still accruing ... ... e e $ 31 $414
Loans accounted for on a nonaccrual basis . .. ... . L i 466 735
If interest on these nonaccrual loans had been recognized, such income would have
5= = D 50 29

Nonperforming loans and impaired loans are defined differently. Some loans may be included in both
categories, whereas other loans may only be included in one category.,
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Note 6: Premises and Equipment - : . -

Premises and equipment at December 31 consisted of the following (in thousands): ,
2006 2005

Equipment and furniture. . .. ......... .. .. ..., e P $ 4850 - $4,623
Leasehold improvements .. ............... e 3,447 2,959
Accumulated depreciation and amortization . .... . ..., .. . . . . .. ... (5,219 (4,403)

Total ... . J $3,078 $3.179

Deﬁre;:iation expense amounted to $854,000, $801,000, and $663,000 for 2006, 2005, and 2(}04; respectively.

Note 7:  Deposits _ : “

The average rate paid on deposits was 3.49 percent for 2006 and 2.00 percent for 2005. Time certificates of
deposit in denominations of $100,000 or more aggregated $91,716,000 and $39,604,000, including $18,145,000
and $19,300,000 of public funds from the State of Washington at December 31, 2006 and 2005, respectively. As of
year-end 2006, certificates of deposits include $52, 755 000 of brokered certificates of deposits, of which,

o substanually all are over $100,000.

The scheduled maturities of cemﬁcates of deposits at December 31, 2006 were as follows (in thousands)

D007 e Lo S $ 95,390
2008 ... R T o . 16618
2000 .+ o ot L3499
2000 10t 2,762
210) | I 1,700
2012 e - 529
(1 I $120,498

o
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Note 8: Borrowings-and Junior Subordinated Debt
Advances from the Federal Home Loan Bank ‘(“FHLB”) are summarized as follows (in'lhousands): '

[ . ’ R '

. _ December 31,
, 2006 2005
Weighted ' * Weighted
i--Average Rate Amount - Average Rate , Amount

Advances from the FHLB due - ' ' ..
2006 . e, = s — GT4% $5580
2007 ... R 538 . 2060 | 464 5,084
2008t e e . 482 7185 . 4l0 - 2,185
2009 i SN e W 477 0 3,000 0 - ATT 3,000
2000 ... PO e Lot 491 o 2,000 491 2,000
011 ... Ll PDRUDUE A 3,000 7496 2,000
J2012 e SR S8 13000 © 498 2,000
2013 ..o e ©525 7. 2,000 4.92 1,000
2004 ..o U e 5.36 2,500 495 1,000
2015 Cooioioiiee 567 . 1500 - th— —
Total L.l [T A .521% $46805  473%  $23.849

» These advances were collaterahzed in aggregate, as prov1ded for in the Advance -Security and Deposu.
Agreement with the FHLB, by FHLB stock owned, deposlts with the FHLB, qualtfymg first mortgage loans, and

certain U.S. government agency securities. At Deceniber 31, 2006, none of the advances have adjustable rates.
Although the Company does not anticipate replacement of FHLB advances, if repayments were to occur prior to the
contractual maturities, prepayment fees could be assessed. . o .

The Bank has a crcdlt line through the Federal Home Loan Bank for properly collateralized borrowings up to
30% of the Bank's total assets. Total borrowings were $46,805,000 and $23,849,000 at December 31, 2006 and
2005, respectively. Based on this-collateral, the Bank is eligible to borrow up_to $95,600,000 at year-end 2006.

In November 2006, Bancorp formed EvergreenBancorp Statutory Trust II (“Trust [1") a statutory trust formed
under the laws of the State of Connecticut. In November 2006, Trust ILissued $7 million in trust preferred securities
in a private placement offering. Simultaneously with the issuance of the trust preferred securities by Trust 11,
Bancorp issued junior subordinated debentures to Trust 1. The junior subordinated debentures are the sole assets of
Trust 11.. The junior subordinated debentures and the trust preferred securities pay distributions and dividends,
respectively, on a quarterly basis, which are included in'interest expense. The interest rate payable on the debentures
. and the trust preferred securities resets quarterly and is equal to the three-month LIBOR plus 1.70% (7. 06%, at
December 31; 2006). The junior subordinated debentures are redeemable at par beginning in December 2011; the
debentures will mature in December 2036, at which time the preferred securities must be redeemed. The Company
has the option to defer interest payments on these subordinated debentures from time to time for a’period not to
exceed twenty consecutive quarterly periods. Bancorp has provided a full, irrevocable, and unconditional guarantee
on a subordinatéd basis of the obligations of Trust Il under the preferred securities as set forth in such guarantee
agreement. |

Under current accounting guidance, FASB Interpretation No. 46, as revised in December 2003, Trust 1T is not -
consolidated with the Company. Accordingly, the Company does not report the securities issued by Trust II as
liabilities, .and mstead reports as liabilities the subordinated debentures issued by the Company and held by Trust II,
as these are not eliminated in consolidation. The Company’s investment in the common stock of Trust I was
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$217,000 and is included in other assets. The effect of not consolidating Trust 11 does not change the amounts
reported as the Company s assets llablhtles equtty, or |nterest expense
In May 2002, Bancorp formed EvergreenBancorp Capltal Trust I (“Trust I”) a statutory trust formed under the
taws of the State of Delaware. In May 2002, Trust I issued $5 million in trust preferred securities in a private
placement offering. Simultaneously with the issuance of the trust preferred securities by Trust I, Bancorp issued
junior subordinated debentures to Trust L. The junior subordinated debentures are the sole assets-of Trust I. The
junior subordinated debentures and the trust preferred securities pay distributions and dividends, respectively, on a
quarterly basis, which are included in interest expense. The interest rate payable on the debentures and the trust
preferred securities resets quarterly and is equal to the three-month LIBOR plus 3. 50% (8.87% at December 31,
2006), provided that this rate cannot exceed 12.0% through June 30, 2007. The debentures will mature in 2032, at
which time the preferred securities must be redeemed. The junior subordinated debentures are callable in May 2007,
at which time the Company intends to call the junior subordinated debentures and concurrent with this redeem the
trust preferred securities issued to the public. Concurrent with this transaction, the Company intends,to issue
$5 million in new trust preferred securities. Bancorp has provided a full, irrevocable, and unconditional guarantee
on a subordinated basis,of the obllganons of the Trust under the preferred securities as set forth in such guarantee
agreement. Debt issuance costs totaling $209,000 were capitalized related to the oﬁ‘enng and are being amomzed
over the estlmated life of the j Jumor subordinated debentures.
' - M
Pnor to 2003, Trust 1 was consolidated in the Company’s financial statements, with the trust preferred
securities issued by Trust I reported in liabilities as “guaranteed preferred beneficial interests™ and the subordinated
debentures eliminated in consolidation. Under current accounting guidance, FASB Interpretation No, 46 as revised
in December 2003, Trust [ is not consolidated with the Company. Accordingly, the Company does not report the
“securities issued by Trust | as liabilities, and instead reports as liabiliti€s the subordinated debentures issued by the
Company and held by Trust I, as these are riot ehmmated in COl‘lSOllddllOn o T B

* .
’ PRI Lo e f . R A

¢ - ..
' 1 . at a . Datr

Note 9: Stockholders’ Equity . Lo T

On October 21, 2004, the Bancorp’s Board of Directors approved a five-for-four stock’ split payable
November 30, 2004 to stockholders of record as of November 15, 2004, The five-for-four stock split also affected
stock options previously granted and shares available for grant under the Amended 2000 Plan. '

- On September 15, 2005‘the Bancorp’s Board of Directors approveéd a four-for-three stock split payable
October 25, 2005 to stockholders of record as of October 11, 2005, The four-for-three stock split also affected stock
iopttons previously granted and: shareq avallable for grant under the Amended 2000 Plan.

- In September 2006 the Company commenced an equity. offering of its’ common stock whlch ended
December 14, 2006. A total of $4,547, 000 net of offenng costs, in capltal was ralsed through the oﬁenng,
totaling 310, 547 shares. : . 1 :
J ' I v ' . ' [T LN ., .:“ . ' A L ']‘ e

. 1. B ’ [ B t . L ' B . Co o, T - o .‘4:_.
Note 10: . Income Taxes . . . C \ St

Income tax expense for the years ended December 31 c0n51sted of the Jfollowing (in thousands)

, 2006 2005 2004
v, Corrently payable, . ... ... ... ... e R $1.471- $595. $8i6
Deferred ....... T AT R (687) “«(178) - (210)
Lol e eeieeiieecoo..0 8784 $417 0 3606
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A reconciliation between the statutory federal income tax rates (maximum of 34%) and the effective income
tax rate was as follows (in thousands):

2006 2005 2004

cheral income tax at SHAtutory Tates . ...........c...... T L . $877  $470 . $642 ..

_ Decrease in taxes resulting from tax-exempt interest income. .. .......... {(31) (39) {30)
i Bank owned life insurance. . . . ... .... T A e an 3n —
Nondeductible expenses andother .. ... ... .. L 15 177 (6
TOWl . .o U $784  $417 . $606

_The components of the deferred income tax asset included in other assets were as follows (in thousands):

2006 2005
. Deferred tax asset

Provision for Joan [0SSEs . . .. v v e ittt e e $ 840 $ 607
Postretirement health care benefits. . . ... ... ... ... . . i . 570 - 556
Unamortized loan fees, net of loancosts . .......... e e e : 443 265
Accrued vacation pay . ... ... oo e e 121 108
Unrealized losses on securities available-for-sale net . . ... PR 200 235
SFAS 158 adjustment for postretirement health care benefits .. .............. 184 =
Other . ..ot P g —

Deferred tax liability o '
Federal Home Loan Bank stock dividends . . ... ........ ... ........... $ (262) - $ (262)
Depreciation. .. ............... e e —_ (lél)
Oher - ..o o e O e (10)

' e

L]

—

- [—

L {0

=1 D

oo |t
N

'Net deferred income tax asset ........0 ......... S '$2,223

Note 11: Stock Option Plan

Stock option and equity compensation plan. In April of 2000, the ‘shareholders of the Bank adopted the 2000
Stock Option Plan that was subsequently adopted by Bancorp as a result of the holding comipany formation, In April of
2003, the shareholders of Bancorp approved an amendment to the 2000 Stock Option Plan to increase the number of
shares available under the plan by 66,000. In April of 2006, the shareholders adopted the Second Amended 2000 Stock
Option and Equity Compensation Plan (the “Second Amended 2000 Plan”) which allows greater flexibility in the type
of equity compensation to be awarded and to the terms of such awards. Up to 329,724 shares of common stock may be
awarded under the Second Amended 2000 Plan. Awards available under the Second Amended Plan are subject to
adjustment for all stock dividends and stock splits paid by the Company. As of December 31, 2006, approximately
47,243.shares of common stock were available for future grant under the Second Amended 2000 Plan. '

In addition to stock options, the Second Amended 2000 Plan provides for the granting of restricted stock, stock
appreciation rights, and restncted stock units. All employees, officers, and directors of the Company or a related
corporation, and independent contractors ‘who.perform services for the Company or a related corporation, are
eligible to be granted awards. The terms of each award are set forth in individual award agreements. To date, only
nonqualified stock options have been awarded to employees and directors. All outstanding nonqualified stock
options awarded to date to employees vest over a five-year period and expire after ten years from the date of grant. |
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All'outstanding nongualified stock options awarded to date to directors vest over a three—year penod and cxplre after
three years, three months from the date of grant. .

The fair lvalue of each option award is estimated on the date of grant using a closed form option valuation
(Black-Scholes) model that uses the assumptions noted in the table below. Expected volatilities are based on
historical volatilities of the Company’s common stock. The Company uses historical data to estimate option
exercise and post-vesting termination behavior. (Employee and management options are tracked separately.) The
expected term of options granted is based on historical data and represents the period of time that options granted
are expected to be outstanding. The risk-free interest rate for the expected term of the option is based on the
U.S. Treasury yield curve’in effect at the time of the grant.

The fair: value of options granted was determined using the following weighted-average assumptions as of
grant.date.

2006 2005 ] 2004
Risk-free iNterest ate . ... ..o et ie e e e e e e 4.94% 3:94% . 3.65%
Expected éption life .. ............. e e 7.5 years 7.5 years 7.5 years
Expected stock price volatility . . .. ........ .. ... ... ... 249 . 229.. 13%
D1v1dend yle]d ..................................... 1.7% 1.7% - 1.8%
r
A summary of activity in the stock option plan for 2006 follows
) Welghted- Weighted Average R ,
- - ’ Average Remaining Aggregate
p Shares Exercise Price  Contractual Term  Intrinsic Value
Outsta-nding- at the beginning
oftheyear . ................... 228,250 $ 932
. N N + [ . .*
Granted ................. e 38.500 14.31 )
Exercised....................... (42,248) 9.00
Forfeited . . . .. e e (17,068) ~ 8.66 ’
Outstanding at the end of
theyear.:..................... 207434 $10.37 "~ 594 years .. .$960,419
Exercisable at the end of |
the Year . ... vvvve i, 115,419 $ 8.4 4.86 years . . $791,774 -

Unformation related to the stock option plan during each year follows: o )
‘ et tat B . ! . . T 2006 . 2005 2004

e ot [ U T R T e + + .-+ _ (In thousands, except fair
’ ) value of options granted)

J'J.'-. 1

Intrinsic value of options exercised,. . - . ... ......... e .. 8243 $ 41§ 32
Cash received from option exercises ........ e e e L3810 71 .69‘,‘
‘Tax benefit realized from opuon EXEICISES . % . . *u vy i o o e 82- 14+~ 11
Weighted average fair value of options granted . ... . " .cwvveneennns 449 368" 194 -

" As of Decembér 31, 2006 there was $269,000 of total unrecogmzed compensanon cost re]ated to nonvested
stock opuons granted under the Plan Thé cost expected to be recogmzed by year is apprommately $92,000i in 2007,
$77. 000 in 2008 $55 000 i m 2009 $35 000 in 2010, and $10,000 in 2011.

In the.second quaner of 2006 the Bank -entered into a material definitive agreement wnh the Company’s
_ former Chief Financial Officer (CFO) that called for acceleration of the CFQ’s unvested options to be fully vested
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by June 16,2006.*As'a-fesult of the modification, additional compensation expense of $24,000 was recognized.
There were no modifications during 2005 and 2004. I T T N T
NS ) it

-

Note 12: Eé’l:ﬁi}lgs Per Share of Common Stock

. ' t.

Basic earnings per share of common stock are computed on the basis of the weighited average number of
common stock shares outstanding. Diluted earnings per share of common stock'is computed on the .basis of the
weighted average number of common shares outstanding plus the effect of the assumed conversion, of outstanding
stock options. All computations of basic and diluted earnings per share are adjusted for all applicable stock splits
and dividends paid on the Company’s common stock. : R N

‘" A réconciliation of the ‘numerator and denom_mi.itor uséd in the calculation of basic 'and diluted earnings per
share of common stock is as follows (in thousands, except share and per share data):” N '

1

2006 . 2005 2004

J" LI Ty <Ml o s o ! T
Income {numerator): oyt e e S v . -
Net Income ....... e $ 1,819 § 26 3 1,282
Shares (denominator): - & . ) .
Weighted average number of common stock shares .. i
., outstanding —basic ....... .. PP PRI 2,043375 1,997,429 1,988,979
Dilutive-effect of outstanding employee and ) I - .
director stock Options . ... .. 27,190 45,276 34,502
Weighted average number of common stock shares .
~ outstanding and assumed conversions — diluted. . . .. 2,070,565 . 2,042,705 2,023,481
Basic earn‘ir!gs-‘_per sh_are of commonstock ............ 5 0.89 §. 048 § . 064
' Dil—uﬁ:d earnings per share of common stock. .. ........ $ 088 3 047 § 0.63

*

For the 2006 and 2005 dilution earnings per share calculation, 38,000 and 42,677 options were considered anti-
dilutiVe, respectively. For 2004, there were no options that were considered anti-dilutive.

Vo ' [ iy ! " ]

[

¢ . it . FLEES
Note 13: Retirement Ben_eﬂts ’

[ A '

"The Company participates in a defined contribution retirement plan. The 401(k) plan permits all’salaried
employees to contribute up to a maximum of 15% of gross salary per month. For the first 6%, the Company
contributes two dollars for each dollar the employee contributes. Partial vesting of Company contributions to the
plan begins at 20% after two years of employment, and 'such contributions are 100% vested with five years of
employment: The:Company’s contributions o the plan for 2006,"2005, and 2004 were $355,000, $321,000, and
$275,000, respectively.

The Compé'n;( also participates in multiple-employer defined benefit postretirement health Care plans that
provide medical and dental coverage to directors and surviving spouses and to employees who retife after age 62
and 15 years of full-time service and their dependents. Effective January 12005, new medical plans and a new
denfal plan were implemented, and a separate vision plan, previously included as part of the former medical plans,
was qdded. Under the new plans, employees reimburse the Company for a portion of the premiums. The medical,
dental, and vision plans are nohfunded. T
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The Company uses a September 30 measurement date for its plans. Net periodic postretirement benefit cost for

2006, 2005, and 2004 included the following components (in thousands):

2005 2004

2006
Service cost ................. P $163 %126 S 90
Interest COSt . .. e e 114 ~ 95 87
Amortization of transition obligation ... ...... e . —_ - 41
Amortization of prior service.cost . ........ e T P D )] (5) —_
Recognized actuarial (gain) loss. ... ... ... .. ... ... . .. . ... 31 20 —
Net periodic Benefit COSt . . . ..o v veer st e $303  $236  $218

The estimated net loss (gain) and prior service cost {credit) for the postretirement benefit plan that will be
amortized from accumulated other comprehenswe income into net penodxc benefit cost over the next fiscal year are

$22,000 and $5,000, respectively.

A reconciliation of the benefit obligation at the beginning and end of the year and the effects attributable to

each cost component for 2006, 2005, and 2004 are as follows (in thousands): -

2006 2005 2004
Benefit obligation at beginning of year ... .. ...... .. ... ... ..., $1,928 %1605 §1,337
SEervice Cost .. ...t e e e e 163 125 %0
; Interest COSt . ... ..., ... . T v 114 95 87
| Plan participants’ contributions ... ............ .. ... ... PR 3 3 b=
i Amendments. . .. ....:........ . B — 396 —_
| Actuarial doss .. ... ... . L oL e 55° 533 128
Benefits paid. . . .. ....... . (44) (37) (37)
Benefit obligation.al end of year .. ... e e e e - ‘$2,219 $1,928 31,605

are as foll'ov_vs (in thousands):

#

The fair value of plan assets at'the'beginning and end of the year and the changes during 2006, 2005,‘ancl. 2004

the plan is reconciled to the accrued benefit cost at December 31, 2006, 2005, and 2004, as fo

) 2006 2005 2004
-Fair value of plan assets at beginning of year......................... $— $— $—
Employer Contribution. . .« .ottt i, 40 37 37
Plan participants’ contributions . .. ... .. ... ... e 4" — —
. .Beneﬁts PaId. . L e e e e e e @4 G _3GD
- Fair va]ue of pl.m assets at end of year .................. e §— 33— $—-

The funded status (the excess of the beneﬁt obligation over the fair value of plan assets at the end of the year) of

lHows (in thousands):

2006 2005 2004
Funded SWAtUS . ... .o\ ovoeni i e $(2,219)  $(1,928) $(1,605)
Unrecognized transition obligation . . .. ...................... — L. .. 326
Unrecognized prior service cost. .. ......... E . - (66) —_
Unrecognized actuarial (gain Y loss .. ..... .. e — 577 60
Accrued benefit cost ... .............. . L. 32219) $(L4IT) $(1,219)
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Prior to the adoption of SFAS No. 158 amounts recognized in the balance sheet at December 31, 2005 consist
of (m thousands)

e B AP ..,.',-'-. oL e e
Prepaldbeneﬁtcost..:..-~.‘...';..I‘.-f:....;1.'..'...‘.....:..--r...-.-..-: ...... T I a8l 4173
Accrued benefit COSL. . VI e DA e e P e

T Intanglble assets.' ..... PO ""‘ ..... LR
" Accumulated other comprehenswe income ... L0 Sl TR : o "; ..... —— ,
INet amount recogmzed ....... R R [.‘ ...... ) $1.417
L NI 4 R LI AP M R R PO

Amounts recognized in accumulated other comprehensive income at December 31, 2006 consrst of (m

thousands): - L Coee .o S . . s
Netloss(gam)..:..l...._.- ..... e i . $'6'IO2
Pnor service e cost (credrt) ......... P A e (61)

’ ' o ' 54

2

As dtsclosed in Note 1, the cumulative affect adjustment for adoption of SFAS No 158 reduced stockholders
equity by $357,000 and increased deferred tax asset by $184,000.

’

The accumnulated benefit obligation was $2,219,000 and $1, 928 000 at year-end 2006 and 2005. . A
o The werghted—average d1scount rate used.in deterrmmng the benefit obligation,was 5.75% for 2006, 5.50% for
2005, and 5, 5% for 2004. ‘The we1ghted average, d1scount rate used in determ.mmg the net perrodlc beneﬁt cost was
5 50% in 2006 5 75% in 2005 and 6.00% i in 2004 ey ; s Cogp

[ TR ‘i LEA )

ALY

: }' The assumed rate of increase for 2007 in per captta coist of covéted benefits i 1s 11 0% for médical beneﬁts 1. 5%
for dental beneﬁts "and 3% for v1s1on beneﬁts The rate for medrcal and dental beneﬁts was assumed to- decrease

gradually t0 5.0% in 2019, while the Tate for vision benefits was assumed to be Constant at 3%. ° o
LA

.., Assumed health;care-cost trend rates have a significant effect on the amounts reported for the health care

pla.ns A 0ne~percentage pomt change in assumed health-care—eost trend rates would have the followrng effects (m
thousands): .

PR T
. ; . . . . 1-Percentage-, 1-Percentage-
I o Point~ '’ '  Point
7 Increase -, . Decrease.
Effect on, total-of service and interest cost components . . ... ..... s ”'$ 69 -3 (53).
Effect on benefit obligation . . . . .. e '$464 ot $(365)
o ._|"- - LI ..‘_‘r! i [ o l;, i - Vet T
-The Cornpany does not expect to make contributions in excess; of beneﬁts payments in 2007 The followmg
beneﬁts payments, which reflect expected future service, are expected (in thousands) Lot
007 o e e e s T $ 44
A P e M S ‘ .
200 S A P R 49
2009 ... AP . LR 111 SCO S R AN AL XN U AL NI 1
201072700 AN RN e UL M6
' i ' Yo ' Tra L t h P vt
2011 ... . ... .. P e e e . 69
2012 ...l e e T
2013-2017 ........ O i e e e e e e 1609
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7 EVERGREENBANCORP, INC. - ,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Note 14: ' Leases- - -'"" s T A SR

The Company leases premises and parking facilities for the Eastlake and Lynnwood offices from PEMCO
Mutual Trisurance Company under leases expiring from March 31, 2007 to October 31, 2009. The Company leases
the Federal Way, South Lake Union, Bellevue, and Third & Seneca premises from other parties. These leases expire
June 30, 2008, August 31, 2009, May 31, 2011, and April 30, 2015, respectively. Total rental expense, including
amounts paid under month-to-month cancelable leases, amounted to $753,000, $678 000, and $575, 000 for 2006,
2005, and 2004, respecnvely o

The future minimum rental comrmtments as of December 31, 2006 for all noncancelable ]eases are as follows

{(in thousands) o ‘ ‘
A A vt ! Tt

2007 ... PR . o $ 1635 .

2008 . . . e e e 591
2009 ........ AU e DU .
2000 ... ... e AU T DU L. 48l
2001 ... FE e 424
Thereafter ............... fe e SRERRRERT R [ [ 865
: et T L o , i . e v R T I R

Total ......... T e b e et e e s 93,550, "
-, . » e N , l." , .‘ . - ~. . . - ‘.'
Note 15: Agreements with Related Parties ' r f

The Company shares common’ Services and Support activities with other® compames located at PEMCO
Financial Center.' Those companies' inctude PEMCO Insurance Company, PEMCO Mutual Insurance Company,
PEMCO Life Insurance Company, PEMCO Foundation, Inc., PEMCO Corporation, PCCS, Tnc., PEMCO Tech-
nology Services,. Inc., Public Employees Insurance Agency. Inc., and School Employees Credit Union of
Washmgton Such shared functions lnclude human resources, employee benefits, legal Serv1ces and purchaqmg
Total costs associated with these sharecl servmes amounted to $224 000 $239, 000 and $256, 000 for, 2006, 2005 and
2004, respectwely

‘Tn dddmon data’ processmg expense for services provrded by PCCS, Inc., PEMCO: Corporatton PEMCO '
‘Mutual Insuranée Company, and PEMCO Technology Services, Inc. for 2006, 2005, and 2004 was $43O 000
$346,000, and $346,000, respectively. .

At December 3 l 2006, approximately 10 percent of the Company’s deposits are from other compames located
at PEMCO Financial Center,

At December 31, 2006 approximate]y'4 percent of the' Company’s fotal deposits are from senior officers,
executives, or directors of the Company. _ : o o

Two of the members of the Boards of Directors of the Bancorp and the Bank are also directors of one or more of
the other companjes’ located at PEMCO Fmanc1a1 Center except for the School Employees Credlt Union of
Washington. wofvars . Y . . e

Note 16: Commitments and Contingencies

In the normal course of business, there are various commitments and contingent liabilities (such as guarantees,
commiiments to extend credit, letters of credit, and lines of credit) that are not presented in the financial statements.
Such off-balance-sheet items are recognized in the financial statements when they are funded or related fees are
received. The Company uses the same credit policies in making commitments and conditional obligations as it does
for on-balance-sheet instruments. The off-balance-sheet items do not represent unusual elements of eredtt risk in
excess of the amounts recognized in the balance sheets. - .~ ~ ‘
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EVERGREENBANCORP, INC.
NOTES.TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

The distribution of commitments to extend credit approximates the distribution of loans outstanding as set
forth in Note 4. Commercial and standby letters of credit and similar arrangements are granted primarily to
commercial borrowers. . ' \

The Company is not aware of any claiins or lawsuits-that would have a materially adverse effect on the
financial position of the Company. ‘

' . | . ’ . 14 .

The Company’s significant commitments and contingent liabilities at December 31 were as follows (in

thousands): ) ‘ :

.

2006 2005

o Fixed -Variable ' Fixed Variable
Lines of credit. .. .....0..... N L. $9)323  $71,785  $6.696  $40,250 .

" Commitments to extend oredit .. ... ..o 2,750 133 — ' 5340

Standby letters of credit and similar arrangements. . .. ... — 339 — 145

Commitments to make loans are génerally made for periods of 30 days or less. As of December 31, 2006, the '
Company had one fixed rate loan‘commitment with'an interest rate of 7.25% and a term of five years. '

P . C .

Note 17: Fair Values of Financial Instruments e e e BRI

The estimated fair values of.the Company’s financial instruments at December 31 were as follows (in
thousands):

2006 2005

Book Fair Book Fair
Value Value Value Value
Financial assets

Cash and cash equivalents . . . .............. $ 11,903  $ 11,903 $ ]7,302 $ 17,302
Securities available-for-sale . ... ............ 29,531 29,531 33,550 33,550
Netloans ........ocuevvivnno.- N 289,665 290,101 187,132 185,596
Accrued interest receivable ... ... . ... .. ‘1,454 1,454 931 931

Financial liabilities ' - ' :
Deposits .. ... $256,435  $256,520  $199,800  $199,820
Advances from Federal Home Loan Bank .. ... 46,805 46,894 23,849 23,702
Junior subordinated debt . ... ... ... ... i 12,217 12,217 . 5,000 5,000
Accrued interest payable .. ... ... .. ... . ... . 920 920 347 347

The methods and assumptions used to estimate fair value are described as follows.

Carrying amount is the estimated fair value for cash and cash equivalents, short-term borrowings, FHLB stock,
accrued interest receivable and payable, demand deposits, and variable rate loans or deposits that reprice frequently . .
and fully. Security fair values are based on market prices or dealer quotes and, if no such information is available, on
the rate and term of the security and information about the issuer: For fixed rate loans or deposits and for variable
rate loans or deposits with infrequent repricing or repricing limits, fair value is based on discounted cash flows using
current market rates applied to the estimated life and credit risk. Fair values for impaired loans are estimated using
discounted cash flow analysis or underlying collateral values. Fair value of debt is based on current rates for similar
financing. The fair value of off-balance-sheet items is based on the current fees or cost that would be charged to
enter into or ferminate such arrangements.
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EVERGREENBANCORP, INC.
NOTES TO CONSOLIDATED FINANCIAL'STATEMENTS — (Continued)

Note. 18:. Regulatory Capital Requirements - AT - T S

" ‘The Company is subject to various regulatory capital requirements administered by the federal banking
agencies. Failure to meet the minimum capital requirements can initiate certain mandatory and possible additional
discretionary actions by .regulators that,‘ifz undertaken, could have.a direct material effect on the Company’s
financial statements. Under the capital adequacy guidelines and the regulatory framework for prompt corrective
action, the Company must meet specific capital adequacy guidelines that involve quantitative measures of each
entity’s assets, liabilities, and certain off-balance-sheet items-as calculated under regulatory accounting practices.
Capital amounts and classifications also are subject to qualitative judgments by the regulators about components,
risk we:ghtmgs and other factors.

Quantitative measures estabhshed by regu]auon to ensure capital adequacy require banks and bank holdlng
compantes to maintain the minimum amounts and ratios of total capital to nisk-weighted assets, Tier | cap1tal 1o
risk-weighted assets, and Tier | capttal to average assets as set forth in the table below. Under the regulatory
framework for prompt corrective action, the Company must maintain other minimum risk-based ratios as set forth in
the table. Taea ot Lot e

. The most recent notification.from the Federal Deposit Insurance Corporation categorized the Bank as well
capitalized under the regulatory framework for prompt corrective action. To be categorized as well-capitalized, the
Company must maintain the minimum total risk-based, Tier 1 risk-based, and Tier 1 leverage ratios set forth in the
table. There are no conditions or events since that notification that management believes have changed the
Company's category. The Company’s regulatory capital includes trust preferred Securities, which qualify up to
25 percent of Tier-1 Capital. '

. 4 - - o ' . .
L 1] ’ + . . . 1 - - . . 1.
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EVERGREENBANCORP, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

The actual capital amounts (in thousands) and ratios of the Company and the Bank are presented in the table

below.,

Deceimber 31, 2006

Total cépital {to risk-weighted assets) '
Consohidated . . . ........... ... .o
Bank ....... e e

Tier 1 capital (to risk-weighted assets) -
Consolidated. . .. ..........ovii it

Tier | capital (to average assets)(1)
Consolidated . .. .. ... iii i
Bank ..... e e e e
December 31, 2005

Total capital (to risk-weighted assets) :
Consolidated ;... . . . . T e

Bank . ... .. e e

Tier | capital (to risk-weighted assets) |
Consolidated. . . . .. e e

Bank ....... ... e
Tier 1 capital (to average assets}(1)

Consolidated . . . ... . '

(1) Also referred to as the leverage ratio

Minimum for
Capital-Adequacy

Minimum to be
Well-Capitalized
Under the Prompt
Corrective Action

Actual + Purposes Provisions
Amount Ratio Amount Ratio Amount Ratio
$39310  13.20% $23.819 .8.00%  NA . NA
38,504 1294 23795 800  $29,744 10.00%
12412 1089 11910 ~ 4007 NA"T NA
35720 12017 11,898 ©4.00° "17,847 - 6.00

» RRLEN L ' . : RS ' -
32412 992 13074 400  NA  NA
35,7207 01015 12;817 400 -+ 16,022° 1 5.00
.. a ¥ ‘: R * PRI P O
$24997 12.55% $15939 8.00% - N/A: N/A
24,626 1239 15898 800  $19,873 10.00%
2041 15 7953 400 N NA
22570 1136 7949 400 . 11924 600
22941 1025 © 8952 400 NA™ T NIA
22570 1010 8935 400 " 11169 5.00

Note 19: Condensed Financial Statements of Bancorp

The following are condensed balance sheets at December 31, 2006 and 2005 and the related condensed
statements of income and cash flows for the years ended December 31, 2006, 2005 and 2004,
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EVERGREENBANCORP, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Contintied)

" CONDENSED BALANCE SHEETS (in thousands); - - ] - : !
2006 2005
" Due from EvergreénBank . .., ... ... $§ 663 $ 285
Investment in EvcrgreenBank e e e e e 35,267 22,365
TOther @SSets . ... 548 413
TOtAl ASSEES .+« .« - ot et $36478 ' $23,063 _'
- ' [ ) L ot I’ ' <k
Liabilities and Stockholders’ Equity "
Stockholders equity .. .. ....... PSS 523,819  $17, 736
Junior subordinated debt . . ... ...l S CT0 122177 's000
Other Habilities ., . . o e e e 442 327 .,
Total llabllltles and stockholders’ equ1ty ............................ $36,478  $23,063 .
CONDENSED STATEMENTS OF INCOME (m thousands): . -
2006 2005 - _2004
Dividend income from EvergreenBank S $.845 - $870 $.495 .
Intérest expense ......... [ S 491 345 253 -
Other expense . .. ..... . c...... ol e 577 453 370 -
Income (loss) before income taxes and equity in s e o
undistributed i mcome of Evcrgreanank S A (223) 72 (128)
Income tax benefit. ... ............... RS T 366 243 208"
Equity in undistributed income of EvergreenBank. . ................ 1,676 ° 651 1,202
Net.income ., ....... PR s e 51,819 3966  $1,282 .
R S ‘




EVERGREENBANCORP INC, .. . e

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Contlnued)

CONDENSED STATEMENTS OF CASH FLOWS (in thousands): .. BN

T R R .. 2005, 2
Cash flows from operatmg activities < - P P b : T
Net income .. ... . .. O oA o e 8819 -8 966§ 1,282
Ad_]ustmenls o reconc1le net income 'to net cash’ prowded by operatmg o ' e o
activities AT - B
Eqmty in undlstnbuted mcome of EvergreenBank : .‘: S " S (L6765 (651 (1;202)
Stock’ option compensatlon expense ..... R “ . _.".,."._ 123 ] —
Other changes, net. . .. .....voueis e N P 233 (75) 146
“ ' A3 LR b, o’ Wt . .
Net ca%h provnded by operalmg acuvmes. i T Cirneeega - 499 240 226
Cash flows from investing activities - , R T ) . g
Capital contributed to EvergreenBank ........................ (11,547).. - —
Investment in EvergreenBancorp Capital Trust I ... ... .. e 217 — _—
Cash flows used in investing activities. . ........ e e e (11,764) — —
Cash flows from ﬁnancing activities
Payment of dividends~. ... . . T e e it d e L (502) (457) (382)
Repurchase, of fractional shares.. R e e e = M. . (7
. Proceeds from issuance of subordmated debt e e e a0 0217 — —_
Proceeds from equity offermg, net of offermglcosts B I 5L ¥ — —
Proceeds from the-issuance of commoni-stock .. .4 ....1..%0. . ... v 381 71 - 69
Net cash provided by (used in) ﬁnancmg activities ......... ....... - 11,643 (393) (320)
Net i merease (decrease) in'cash’, . : .. R f_. L. ' S cn . 378 (153) (99
Cash- on deposn w1th EvergreenBank at begmnmg of year ey Crege ‘ o 285 4'38" 532
. Cash on deposit with EvergreenBank at end rc_)ft year.................. § 663 285 § 438
¥ L : e gt ‘lw"!'."’ LI ot v Coe ’ D !
Note 20: Selected Qn:zinter'ly Data (Un:;ntfited) ' ' ‘ 1
Quarter Ended
March 31 June 30 . September 30  December 31 |
(In thousands, except per share data)
- 2006 " Pt i . P Y i . . W
" Interestincome .. ...... ... ... ... ' $4253  $4,834 35540 $6,159
Net interest income ... .................. 2,801 2,981 3,258 3,495
*Net income ............ 318 391 517 593
Basic earnings per share. .. ............... 0.16 0.20 0.26 0.28
Diluted earnings per share ............ S .16 L 019 025 0.27.
:2005. . L . T _ . T
Inferest INCOME . . ... .ovvvnnrrnnrnenn- $3,179 $3 287. $3.513 - .$3,733
Netinterest inCOME . .5 . v e v v v e v e v nn R 2,461 2,498 - 2,608 2,696
Net income .......c.ovvvuninneannenn.. ©299y e 214 v 201 252" -
. Basic earnings pershare. ... ... ... ... ..., 015 | 010, . 010 0.13
Diluted earnings per share~ ;. ;oo v oo oL o 015 L0410 1 010 0.12,



Item 9. Changes in and Disagreements with' Accountants on -Accounting and Financial Disclosure

P : LI .ot ..

None,

Item 9A, Controls and Procedures ~ ' e o

- Anevaluation was performed under the supervision and with the participation of the Company’s management,
including the Chief Executive Officer and Chief Financial Officer, of the effectiveness of the design and operation
of the Company’s disclosure: controls and procedures (as defined in Rule 13a-15(e) promulgated under the
Securities and Exchange Act of 1934, as amended) as of December 31, 2005. Based upon, and as of the date of that
evaluation, the Chief Executive Officer and Chief Financial Officer concluded that as of the end of the period
covered by this report, the Company’s disclosure controls and procedures are effective, in all material respects, in
‘tlmely alerting them to material information relating to the Company (and its consolidated SubSldlaIlCS) required to
be disclosed in the reports the Company is required to file and submit to the SEC under the Exchange Act.

L

There were no significant changes to the Company’s internal controls or in other factors that could signif-
icantly affect these internal controls subsequent to the date the Company éarried out its evaluation of its internal
controls. There were no significant deficiencies or material weaknesses identified in the evaluatlon and therefore,
no corrective actions were taken. . .

" A T Y

co . PART I . SR -

Item 10. Directors, Executive Officers of the Registrant, and Corporate Governance . g

"+ Information regarding directors and executive officers is included in Bancorp’s Proxy Statement for its 2007
Annual Meeting of Shareholders (“the Proxy Statement”) under the heading “Business at the Meetinig-Information
Regarding Nominees and Continuing Directors,” “Management,” and “Compliance: with Section 16(a) Filing
Requirements™ and is mcorporated herein by reference, References wnthm the Proxy Statement to “the Company”
refer only [0 Bdncorp

) Bancorp s Board of Directors has determined that Carole J. Grisham, Bancorp’s Audst Committee Chair, is an
audlt committee financial expert as described in Item 401(h)(2) (3)of Regulallon S-K. Ms. Gnsham is independent
of management as that term is used in Item 7(d)(3)(iv) of Schedule 14A under the Securmes Exchange Actof 1934.

-Bancorp hdS adopteda code of ethics that applies to its pnnc:pal éxecutive offic cer, principal financial officer,
principal accounting officer or controller, and any persons performing similar functions. A copy of Bancorp’s Code
of Ethics for Senior Financial Officers can be found as an exhibit to Bancorp s Annua] Repon on Form 10-K for the
year ended December 31, 2003.

Item 11.- Execunve Compensanon o (. - . l
lnformauon concermng compensatlon of executive officers and directors is included in Bancorp’s Proxy

Statement under the headings “Compensation of Directors” and “Executive Compensation” and is incorporated
herein by reference. B

\ * '
. .

Item 12." Security Ownership of Certam Benef cial Owners and Management and Related Shareholder
" Matters , o

Information regarding security ownership of certain beneficial owners and managemenf is included in
Bancorp’s Proxy Statement under the headings “Security Ownership of Certain Beneficial Owners and Manage-
ment” and is incorporated herein by reference, + . S

Item 13. -, Certain Relationships and Related Transactions L Lt

Information regardfng' certain rélationships and related transactions is included in Bancorp’s Proxy Statement
under the heading entitled “Transactions with Management” and is incorporated herein by reference.
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Item 14. Principal Accounting Fees and Servwes -

Information regarding the fees Bancorp paid to its independent accountants, Crowe Chizek and Company
LLC, during 2006 is included in Bancorp’s Proxy Statement under the heading “Independent Registered Pyblic
Accounting Firm” and.the information included therein is,incorp?raleq herein by reference. .

. , ) oo n.a'

ey .+ PARTIV e e 0.
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D .

Item 15.. Exhibits and Financial Statement Schedules - b : R : v
(a)(l) Fmanaa! Statements e ' ' - !

The ﬁnanc1al statemcms required by Item 8 of this report are ﬁled as part of this report
(a)(2) Financial Statement Schedules

All financial statement schedules are omitted because they are not applicable or not required, or because the
required information is included in the consolidated financial statemenis or the notes thereto.

(b) Exhibits

Exhibit No. - : . Description
3.1 Restated Articles of Incorporation of Registrant dated July 25, 2001 (incorporated by reference to
Registrant’s Form 10-K for the year ended December 31, 2001)
32 Bylaws of Registrant dated February 14, 2001 (incorporated by reference to Reglstram s Form 10-K for
the year ended December 31, 2001) ‘
10.1 Second Amended and Restated 2000 Stock Option and Equity Compensation Plan dated April 20, 2006
10.2 Incentive Stock Option Letter Agreement (incorporated by reference to Registrant’s Form S-8 Filed
' August 20, 2001; Reg. No. 333-67956)
10.3 Noengualified Stock Option Letter Agreement (incorporated by reference to Registrant’s Form $-8
Filed August 20, 2001; Reg. No. 333-67936)
10.4 . Directors Nonqualified Stock Option Letter Agreement (incorporated by reference to Registrant’s
Form S-8 Filed August 20, 2001; Reg. No. 333-67956)
10.5 PEMCO Deferred Compensation Plan dated as of December 17, 1998 dlld adopted by Registrant

effective June 20, 2001 (incorporated by reference to Registrant’s Form 10-K for the year ended
December 31, 2001)

10.6 PEMCO Directors” Deferred Compensation Plan dated as of December 17, 1998 and adopted by
Registrant effective June 20, 2001 (incorporated by reference to Registrant’s Form 10-K for the year
ended December 31, 2001)

10.7 Form of Change of Control Severance Agreement effective May 24, 20035 between the Bank and Gerald
0. Hatler (incorporated by reference to Reglstranl s Form 8-K filed May 27, 2005)
10.8 Form of Change of Control Severance Agreement effective February 2, 2006 between the Bank and

each of Michelle P. Worden and Valerie K. Blake (incorporated by reference to Registrant’s Form §-K
filed February 8, 2006) :

10.9 Form of Change of Control Severance Agreement effective Septermber 21, 2006 between the Bank and
Gordon D. Browning (incorporated by reference to the Reglstram s Form 8-K filed September 27,
2006)

10.10 Form of Change of Control Severance Agreement effective October 24, 2006 between the Bank and
Michael H. Tibbits (incorporated by reference to the Registrant’s Form 8-K filed October 26, 2006)

10.11 Transition Agreement between EvergreenBank and William G. Filer dated June 8, 2006 (incorporated
by reference to Exhibit 10-1 of the Registrant’s Current Report on Form 8-K filed June 12, 2006)

10.12 Form.of Restricted Stock Award Agreement

14 Code of Ethics for Senior Financial Officers (incorporated by reference to Registrant’s Form 10-K for

the year ended December 31, 2003)
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Exhibit No.

2i
23.1
311

31.2
321

322

Description
Subsidiaries of the Registrant

Independent Auditors’ Consent — Crowe Chizek and Company LLC "~ ! -t

Certification of Chief Exécutive’ Officér of Reglstrant required by Rule 13a- 14(a)l 15d- ]4(d) adopted
pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

Certification of Chief Financial Officer of Registrant required by Rule 13a-14(a)/15d-14(a), adopted
pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

Certification of Chief Executive Officer of Registrant required by 18 U.S.C. Section 1350, adopted
pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

Certification of the Chief Financial Officer of Registrant required by 18 U.S.C. Sectlon 1350 adopted
pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

68




SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has
duly caused this report (o be signed on its behalf by the undersigned, thereunto duly authorized on this 15th day of

March, 2007.

k]

EVERGREENBANCORP, INC.

| o | By: /ss' GERALD O. HATLER

Gerald O. Hatler
President and Chief Executivé Officer

_ Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the
following persons on behaif of the registrant in the capacities indicated and on the 15th day of March, 2007.

Signature Title
/s./ GERALD O. HATLER President, Chief Executive Officer and Director
Gerald O. Hatler A {(Principal Executive Officer)
/s  GORDON D. BROWNING Executive Vice President and Cﬁief Financial Officer
Gordon D. Browning (Principal Accounting Officer)
/' RICHARD W. BALDWIN Director
Richard W. Baldwin Lt T L
s/ CRAIG 0. DAWSON Director

Craig O. Dawson

/s/ C. DON FILER ) Director
C. Don Filer
/s/ CAROLE J. GRISHAM ) '  Director

Carole J. Grisham

/s/ ROBERT J. GROSSMAN Director
Robert J. Grossman '
/s/ STAN W. MCNAUGHTON . Director
Stan W. McNaughton .
/s/ RUSSEL E. OLSON . ' Director

Russel E. Olson

/s! - JOSEPH M. PHILLIPS , Director
Joseph M. Phillips .
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Company Information

EVERGREENBANK{ONLINE]
wwwiEvergreenBankfcom

EVERGREENBANK{ONGALLY
(B00NA 176388)

MAIN[NUMBER
(2066260250,
(E00 ) 5087522)

SHAREHOLDER{INFORMATION
Pleaselcallfcomputershareylrust

SEATTLE OFFICES

Third and Seneca

1111 Third Ave., Suite 100
Seattle, WA 98101

{206) 749-7300

« Woadinville

Eastlake
Seattle Off 2 _ 301 Eastlake Ave. E.
Sauth Lak ' ! Seattle, WA 98109

{206) 743-7200

et oG South Lake Union
315 Westlake Ave. N.
Seattle, WA 98109
(206) 749-7225

Puget Sound

+Auburn

LYNNWOOD OFFICE
2502 196th St. 5.W.
Lynnwood, WA 98036
(425) 670-9898

BELLEVUE CFFICE

110 110th Ave. N.E., Suite 110
Bellevue, WA 98004

(425) 748-6171

FEDERAL WAY OFFICE
1300 5. 320th St.
Federal Way, WA 98003
{253) 529-7020

©2007 EvergreenBancorp, Inc. This statement has not been reviewed or confirmed for accuracy or relevance by the Federal Deposit Insurance Corporation.  Member @
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